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SMALL  BUSINESS  mCENTIVES 


TUESDAY,  JUNE  14,  1994 

House  of  REPRESE>rrATivES, 
Committee  on  Energy  and  Commerce, 
Subcommittee  on  Telecommunications  and  Finance, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:40  a.m.,  in  room 
2123,  Raybum  House  Office  Building,  Hon.  Edward  J.  Markey 
(chairman)  presiding. 

Mr.  Markey.  Good  morning  and  welcome  to  the  Subcommittee 
on  Telecommunications  and  Finance.  Today's  hearing  will  address 
several  legislative  proposals  intended  to  help  facilitate  a  secondary 
market  for  commercial  loans.  The  word  that  describes  that  process 
and  therefore  our  word  du  jour  is  "securitization." 

Securitization  is  an  opaque  noun  derived  from  an  obscure  verb. 
It  is  one  of  those  Wall  Street  words  that  has  a  numbing  effect  on 
most  intelligent  people.  Nevertheless  that  will  not  stop  us  from  re- 
peating it  hundreds  of  times  as  we  sit  here  for  a  couple  of  hours 
this  morning. 

In  practical  terms,  securitization  refers  to  the  process  that  en- 
ables banks  and  other  lenders  to  sell  loans  or  other  assets  to  a 
buyer  in  the  secondary  market.  The  buyer  then  pools  the  loan  with 
hundreds  or  even  thousands  of  other  similar  loans  that  have  also 
been  purchased  from  banks  or  other  lenders.  This  single  pool  of 
near-identical  loans  is  then  registered  with  the  Securities  and  Ex- 
change Commission,  often  by  means  of  a  simplified  and  less  expen- 
sive shelf  registration  process,  and  interests  or  shares  in  a 
securitized  pool  are  sold  to  investors.  The  cash  flow  generated  by 
the  loans  finances  the  payments  to  investors.  And  what  was  once 
a  debt  instrument  with  fixed  parties  and  terms  becomes  a  security 
traded  daily  by  strangers  on  an  exchange. 

Why  discuss  this  arcane  process  now,  you  may  all  be  asking 
yourself.  Well,  because  experts  tell  us  that  securitization  can  in 
theory  ofier  crucial  benefits  to  lenders,  borrowers  or  investors. 
Lenders  can  make  more  loans,  borrowers  can  get  more  reliable  ac- 
cess to  needed  credit  and  investors  are  offered  new  types  of  invest- 
ments to  consider  for  their  portfolios. 

We  have  evidence  that  these  benefits  can  actually  be  achieved. 
This  committee  helped  draft  the  Secondary  Mortgage  Market  En- 
hancement Act,  which  was  enacted  in  1984  and  helped  facilitate 
the  development  of  a  private  secondary  market  for  residential 
mortgages  and  gave  us  the  opportunity  to  meet  Lewis  Raniere  on 
an  ongoing  basis  for  one  entire  year  before  this  subcommittee.  And 
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convincing  us  that  it  was  a  good  idea,  we  passed  legislation  to  that 
effect. 

In  its  testimony  here  this  morning,  the  Treasury  Department  re- 
ports that  this  bill  unlocked  a  large  pool  of  potential  demand  for 
residential  mortgage-related  securities  and  that  this  demand  has 
grown  rapidly  since  1984. 

Today,  we  consider  whether  the  benefits  of  securitization,  as  evi- 
denced by  its  success  when  applied  to  residential  mortgages,  can 
extend  to  small  business  and  commercial  real  estate  loans  as  well. 
These  are  the  two  proposals  formally  before  the  House  Senate  Con- 
ference for  which  the  Energy  and  Commerce  Committee  has  24 
conferees.  Both  proposals  were  added  by  the  Senate  to  H.R.  3474, 
the  House-passed  version  of  the  President's  community  develop- 
ment banking  bill,  and  the  subcommittee  has  also  been  asked  to  re- 
view H.R.  2600,  a  bill  that  has  not  yet  been  reported  by  the  House 
Banking  Committee,  which  proposes  to  securitize  all  commercial 
loans.  This  bill  would  also  establish  entirely  new  methods  for  ac- 
complishing securitization. 

It  is  certainly  exciting  to  think  about  the  benefits  that  might  ac- 
crue to  small  businesses  if  their  borrowings  could  be  successfully 
securitized.  It  might,  for  example,  help  protect  small  businesses 
from  the  effects  of  cyclical  restrictions  on  credits  such  as  those  that 
prevailed  around  the  country  in  the  late  1980's  and  early  1990's. 

This  devastating  credit  crunch  took  a  particularly  harsh  toll  on 
entrepreneurs  and  small  businesses  from  my  home  State  of  Massa- 
chusetts, that  depend  almost  entirely  on  access  to  bank  capital  in 
order  to  survive,  and  there  are  thousands  of  such  businesses;  98.2 
percent  of  the  136,000  companies  in  Massachusetts  are  considered 
small  businesses  by  the  Smsdl  Business  Administration,  and  they 
employ  52  percent  of  the  State's  workers. 

Having  emerged  from  a  painful  and  lengthy  recession,  these 
businesses  are  now  quietly  helping  Massachusetts  rebuild  and  re- 
store its  economic  muscle.  Despite  news  of  still  more  downsizings 
and  layoffs  at  some  large  Massachusetts  companies,  the  Common- 
wealth's unemployment  rate  is  now  below  the  national  average, 
and  ranks  third  best  amongst  the  11  largest  industrial  States.  And 
one  of  the  Nation's  leading  private  economists,  Allen  Sinai,  recently 
predicted  that  Massachusetts  is  going  to  be  one  of  the  strongest 
economies  in  the  Nation  over  the  next  5  years. 

Still,  the  SBA's  New  England  regional  administrator  believes 
that  the  credit  crunch  lingers  on  for  small  businesses.  He  told  the 
Boston  Herald  just  last  week  that  many  business  owners  in  Massa- 
chusetts are  still  financing  their  businesses  and  inventories  with 
their  credit  cards.  That  is  a  crime.  But  they  can't  get  the  door  open 
to  get  access  to  capital.  That  observation  suggests  that  more  needs 
to  be  done  to  help  make  needed  credit  available  to  deserving  small 
businesses. 

This  is  precisely  what  the  small  business  loan  securitization  pro- 
posal seeks  to  do,  and  we  look  forward  to  hearing  from  our  wit- 
nesses about  whether  the  legislation  is  likely  to  accomplish  it. 

Finally,  according  to  some  observers,  commercial  real  estate  de- 
velopers have  experienced  an  even  greater  credit  squeeze  in  recent 
years  than  have  small  business  operators.  To  respond  to  this  prob- 


lem   several   Members  of  the  House   and   Senate  have   proposed 
securitizing  commercial  real  estate  loans. 

The  SEC  staff  has  reported  to  me  that  a  significant  number  of 
commercial  and  real  estate  loans  have  already  been  securitized,  but 
these  apparently  have  been  achieved  despite  obstacles  that  exist  in 
the  law  which  make  it  difficult  and  costly  to  proceed.  Again,  we 
look  forward  to  hearing  from  our  witnesses  on  this  important  issue. 
That  concludes  the  opening  statement  of  the  Chair. 

I  will  recognize  the  gentleman  from  North  Carolina,  Mr.  McMil- 
lan. 

Mr.  McMillan.  Thank  you,  Mr.  Chairman.  It  would  be  difficult 
to  improve  upon  your  finely  honed  opening  statement.  I  com- 
pliment you  on  your  reference  to  the  G<)vemor  of  your  State  and 
the  improvements  in  the  economy.  He  happens  to  be  a  Republican, 
so  thank  you  very  much  for  that  compliment. 

Mr.  Markey.  I  was  referring  to  the  Congressional  delegation.  If 
I  could  hear  nice  things  about  the  Congressional  delegation? 

Mr.  McMillan.  I  think  a  lot  of  the  chairman.  Ten  years  ago. 
Congress  approved  the  regulatory  obstacles  to  sell  securities 
backed  by  residential  mortgages  by  enacting  the  Secondary  Mort- 
gage Market  Enhancement  Act,  or  SMMEA.  This  allowed  lenders 
who  would  ordinarily  be  reluctant  to  hold  long-term  fixed  rate 
mortgages  in  an  uncertain  interest  rate  environment  to  sell  mort- 
gages, thereby  freeing  up  their  capital  to  make  other  loans. 

The  bill  before  us  today  is  designed  to  achieve  much  the  same 
purpose  with  regard  to  small  business  loans  and  commercial  real 
estate  mortgages.  Some  of  the  same  liquidity  problems  that  af- 
flicted the  residential  mortgage  market  of  the  1970's  and  1980's 
persist  today  for  small  business  and  the  commercial  real  estate  in- 
dustry. In  fact,  it  was  not  long  ago  that  Congress  was  looking  for 
ways  to  ease  the  credit  crunch  that  deprived  small  businesses  and 
commercial  real  estate  developers  of  access  to  capital,  which  in 
turn  fed  the  recession  and  led  to  increasing  unemployment. 

Some  would  argue  that  the  last  recession  was  largely  a  result  of 
the  lack  of  access  to  credit  and  the  pressures  that  were  placed  upon 
business,  particularly  real  estate.  Although  real  estate  markets  in 
some  areas  of  the  country  have  begun  to  recover  and  banks  are 
more  willing  to  make  loans  to  businesses  than  they  were  2  years 
ago,  there  remains  a  need  to  enhance  liquidity  in  these  markets. 

We  find  complaints  from  many  small  business  people  that  their 
credit  needs  are  not  being  met  by  the  commercial  banking  system 
that  has  emerged  from  the  latest  recession.  H.R.  3424  will  make 
changes  in  the  securities  bank  capital  tax  and  pension  areas  that 
currently  discourage  the  private  sector  from  securitizing  loans  and 
mortgages. 

By  extending  the  benefits  of  SMMEA  to  small  business  loans  and 
commercial  real  estate  mortgages,  financial  institutions  will  be  able 
to  sell  these  loans  in  the  secondary  market,  who  will  pool  them  and 
issue  them  to  investors.  By  encouraging  securitization,  we  will  im- 
prove access  to  capital  for  other  small  businesses  and  commercial 
real  estate  developers. 

I  hope  that  this  morning  we  can  have  additional  light  shed  upon 
this  issue  so  that  the  legislation  hopefully  can  move  forward  in  a 


constructive  fashion.  I  thank  the  witnesses  for  giving  up  their  time 
to  be  here  and  yield  back  the  balance  of  my  time. 

Mr.  Markey.  The  gentleman's  time  has  expired.  The  gentleman 
from  Illinois,  Mr.  Hastert. 

Mr.  Hastert.  Thank  you,  Mr.  Chairman.  I  am  pleased  that  you 
have  called  this  hearing  to  investigate  possible  ramifications  of  the 
securitization  of  small  business  and  commercial  real  estate  loans. 
These  are  important  topics  that  this  committee  has  not  had  the  op- 
portunity to  properly  investigate.  However,  in  light  of  the  Senate 
action  during  consideration  of  the  Community  Development  and 
Credit  Enhancement  Regulatory  Improvement  Act,  it  is  critical 
that  the  House  give  these  issues  proper  scrutiny  prior  to  the  at- 
tending of  the  conference  committee  on  the  legislation. 

I  look  forward  to  hearing  the  comments  of  the  distinguished 
panel  of  experts  before  us  this  morning.  It  is  because  of  the  fme 
work  of  the  chairman  that  we  are  able  to  properly  investigate  this 
matter  fully,  as  these  issues  rightfully  come  under  the  jurisdiction 
of  this  panel.  I  thank  you  for  calling  this  hearing,  Mr.  Chairman, 
and  yield  back. 

Mr.  Markey.  The  gentleman's  time  has  expired.  The  Chair  sees 
no  other  members  seeking  recognition  for  the  purpose  of  making  an 
opening  statement  so  we  will  turn  to  our  panel  of  witnesses. 

[The  opening  statements  of  Mr.  Moorhead  and  Mr.  Fields  follow:] 

Statement  of  Hon.  Carlos  J.  Moorhead 

Thank  you,  Mr.  Chairman.  I  too  commend  you  on  holding  this  hearing  on  the 
issue  of  developing  a  secondary  market  for  commercial  loans. 

The  availability  of  capital  is  particularly  critical  for  millions  of  small  U.S.  busi- 
nesses as  they  seek  to  develop  new  products,  expand  facilities  and  add  employees. 
In  recent  years  and  for  a  number  of  reasons,  the  financing  available  to  small  busi- 
nesses from  traditional  sources — ^like  banks — appears  to  have  fallen  short  of  the 
needs  of  small  businesses.  At  the  same  time,  many  costs  of  small  businesses,  par- 
ticularly those  related  to  regulation,  have  grown.  The  result  of  these  trends  has  con- 
tributed to  less  vitality  in  the  small  business  sector,  which  is  the  traditional  back- 
bone of  the  U.S.  economy. 

Though  not  directly  a  regulatory  cost,  one  of  the  most  significant  costs  of  small 
businesses — providing  health  care  benefits — is  certainly  affected  by  governmental 
actions  relating  to  health  care.  Given  the  importance  or  small  business  to  the  U.S. 
economy,  we  must  carefully  weigh  imposing  additional  burdens  on  these  enterprises. 

The  proposals  we  will  be  discussing  here  today  will  help  to  increase  the  availabil- 
ity and  anordability  of  credit  to  small  business  by  removing  regulatory  obstacles 
that  hinder  the  securitization  of  small  business  loans.  Securitization  will  enable  in- 
vestors who  do  not  lend  directly  to  small  businesses — such  as  pension  funds  and  in- 
surance companies — to  invest  in  small  business  loans  made  by  other  financial  insti- 
tutions. I  strongly  support  the  goals  of  these  proposals. 

We  also  will  be  discussing  measures  designed  to  make  the  commercial  mortgage 
market  more  efficient  and  liquid  and  to  increase  the  ability  of  commercial  property 
lenders  to  obtain  fresh  capital  for  new  loans.  Although  real  estate  markets  in  some 
areas  of  the  country  have  begun  to  recover,  instability  and  depressed  values  are  still 
the  norm  in  many  regions. 

I  am  very  interested  in  hearing  our  distinguished  witnesses  testify  about  ways  in 
which  we  can  enhance  the  commercial  mortgage  securities  market  and  help  speed 
the  recovery  in  this  important  market  sector. 


Statement  of  Hon.  Jack  Fields 

Thank  you,  Mr.  Chairman.  I  commend  you  for  holding  this  oversight  hearing  on 
the  issue  of  developing  a  secondary  market  for  commercial  loans. 

While  this  hearing  has  a  broader  focus,  I  would  like  to  make  some  comments 
about  small  businesses  and  their  importance  to  employment  and  the  overall  vitality 
of  the  U.S.  economy. 


However  they  are  defined  and  measured,  it  is  clear  that  small  businesses  play  a 
major  role  in  our  economy.  Small  businesses  account  for  at  least  half  of  the  entire 
U.S.  gross  domestic  product.  In  addition,  small  businesses  have  always  been  an  im- 
portant source  of  new  products  and  nev/  technologies.  They  are  also  an  important 
source  of  jobs. 

The  Small  Business  Administration  reported  that  in  1990,  half  of  the  civilian, 
non-agricultural  workforce  of  the  United  States  worked  for  firms  with  fewer  than 
500  employees.  According  to  the  SBA,  99.8  percent  of  all  business  enterprises  have 
fewer  tnan  500  employees.  Further,  on  average,  almost  %  of  U.S.  employment 
growth  in  recent  years  has  come  fi-om  the  birth  of  new  firms,  virtually  all  of  which 
were  small  businesses. 

However,  in  order  to  play  their  crucial  role  in  economic  growth  and  job  creation, 
small  businesses  must  have  access  to  capital. 

Thus,  I  strongly  support  proposals  that  make  it  easier  for  smcill  firms  to  raise  cap- 
ital and  for  investors,  directly  or  indirectly,  to  invest  in  small  firms. 

As  we  pursue  the  goal  of  enhanced  capital  access  for  small  businesses  and  other 
market  sectors,  however,  we  must  not  lose  sight  of  the  importance  of  maintaining 
investor  protection  and  market  integrity. 

In  order  to  achieve  our  purposes,  I  believe  it  is  best  that  we  take  a  narrow,  fo- 
cused and  consistent  approach.  For  example,  H.R.  3474,  as  approved  by  the  Senate, 
includes  a  number  of  provisions  relating  to  the  securitization  of  small  business  and 
commercial  real  estate  loans.  These  provisions  are  slated  for  conference  and  I  expect 
this  hearing  to  be  very  beneficial  to  us  as  that  process  moves  forward. 

The  securitization  approach  of  H.R.  3474  is  based  on  the  framework  for  the 
securitization  of  mortgage  loans  developed  in  the  Secondary  Mortgage  Market  En- 
hancement Act  of  1984.  That  legislation  removed  a  number  of  legal  impediments  to 
the  securitization  of  residential  mortgages  which  has  led  to  a  large  and  thriving  sec- 
ondary market  for  mortgage  loans. 

The  point  is  that  the  approach  of  H.R.  3474  is  based  on  a  proven  regulatorv 
framework  that  has  been  tested  in  the  marketplace  and  is  working  extremely  well. 

I  think  this  is  a  better  way  to  encourage  securitization  and  foster  a  secondary 
market  than  putting  in  place  an  entirely  new  structure  that  may  prove  cumbersome 
and  have  unintentional  side  effects.  I  look  forward  to  hearing  our  witnesses'  views 
on  this. 

Mr.  Markey.  We  will  begin  with  Hon.  Richard  Camell,  the  As- 
sistant Secretary  for  Financial  Institutions  from  the  Department  of 
Treasury.  We  would  ask  each  of  you  if  you  could  keep  your  opening 
statement  to  5  minutes.  That  would  be  very  much  appreciated. 

STATEMENTS  OF  RICHARD  S.  CARNELL,  ASSISTANT  SEC- 
RETARY FOR  FINANCIAL  INSTITUTIONS,  DEPARTMENT  OF 
THE  TREASURY;  JOHN  P.  LAWARE,  GOVERNOR,  BOARD  OF 
GOVERNORS,  FEDERAL  RESERVE  SYSTEM;  AND  J.  CARTER 
BEESE,  JR.,  COMMISSIONER,  SECURITIES  AND  EXCHANGE 
COMMISSION 

Mr.  Carnell.  Mr.  Chairman  and  members  of  the  subcommittee, 
I  appreciate  this  opportunity  to  present  the  administration's  views 
on  the  loan  securitization  provisions  of  H.R.  3474  as  passed  by  the 
Senate. 

Improving  small  businesses'  access  to  credit  is  an  important  goal 
of  the  administration,  and  we  look  forward  to  working  with  the 
committee,  and  other  Members  of  Congress,  to  complete  work  on 
this  legislation. 

"Securitization"  refers  to  the  process  of  transforming  loans  into 
securities.  The  loans  are  put  into  pools,  and  then  securities  rep- 
resenting various  interests  in  the  pool  are  sold  to  investors. 

Borrowers,  loan  originators,  and  investors  all  stand  to  benefit 
from  securitization.  Securitization  can  increase  the  market  value  of 
loans  by  diversifying  their  risk,  increasing  their  liquidity,  and  bet- 
ter satisfying  investors'  risk  and  return  preferences.  These  changes 
can  make  credit  cheaper  and  more  readily  available. 


Securitization  began  with  home  mortgages  and  has  now  ex- 
panded to  involve  automobile  loans,  credit  card  accounts  receivable, 
nome  equity  loans,  and  commercial  mortgages. 

We  believe  the  benefits  of  securitization  can  extend  to  small  busi- 
ness lending.  Securitization  has  the  potential  to  increase  the  sup- 
ply and  reduce  the  cost  of  credit  to  small  businesses.  It  could  let 
loan  originators  free  up  capital  to  make  more  small  business  loans. 
By  making  small  business  loans  more  liquid,  it  should  make  them 
more  attractive  to  originate  and  to  hold. 

Securitization  should  also  bring  new  sources  of  funds  to  small 
business  lending  by  enabling  investors  who  do  not  lend  directly  to 
small  businesses — such  as  pension  funds,  insurance  companies, 
trust  departments,  and  other  institutional  investors — ^to  invest  in 
small  business  loans  originated  by  other  financial  institutions.  This 
could  render  small  businesses  less  susceptible  to  problems  in  the 
banking  system,  such  as  those  caused  by  national  or  regional  reces- 
sions. 

Title  II-A  of  H.R.  3474  as  passed  bv  the  Senate  seeks  to  foster 
securitization  of  small  business  loans  by  removing  impediments  in 
securities,  banking,  and  other  laws.  The  administration  supports 
this  approach. 

The  bill  would  maintain  investor  protections,  including  disclosure 
and  liability  under  the  Federal  securities  laws. 

Expanding  the  market  for  commercial  mortgage-backed  securi- 
ties should  also  offer  important  benefits.  It  should  impose  addi- 
tional discipline  in  the  allocation  of  credit  for  commercial  real  es- 
tate. It  could  mitigate  credit  constriction  during  economic 
downturns.  It  should  also  promote  a  safer  and  sounder  banking 
system  by  enabling  banks  to  diversify  out  geographic  risk.  Thus  the 
administration  supports  section  347  of  Senate-passed  H.R.  3474, 
which  would  extend  to  commercial  mortgages  the  benefits  of  the 
Secondary  Mortgage  Market  Enhancement  Act. 

Providing  credit  to  small  business  is  important  to  economic 
growth.  Securitization  is  one  means  of  making  such  credit  more 
available.  We  should  facilitate  securitization  by  removing  unneces- 
sary barriers. 

The  administration  supports  the  provisions  discussed  above  and 
looks  forward  to  working  with  this  subcommittee  on  H.R.  3474  and 
on  other  efforts  to  promote  growth. 

I  will  be  pleased  to  respond  at  the  appropriate  time  to  any  ques- 
tions the  subcommittee  may  have. 

[The  prepared  statement  of  Mr.  Camell  follows:] 

Statement  of  Richard  S.  Carnell 

Mr.  Chairman  and  members  of  the  subcommittee,  I  appreciate  this  opportunity 
to  present  the  administration's  views  on  the  loan  securitization  provisions  of  the 
Community  Development,  Credit  Enhancement,  and  Regulatory  Improvement  Act  of 
1994,  H.R.  3474,  as  passed  by  the  Senate.  Improving  small  businesses'  access  to 
credit  is  an  important  goal  of  the  administration,  and  we  look  forward  to  working 
with  the  Committee  on  Energy  and  Commerce,  and  other  Members  of  Congress,  to 
complete  work  on  this  legislation. 

Before  discussing  the  bill's  securitization  provisions,  I  would  like  to  give  you  an 
overview  of  the  securitization  process  and  its  effect  on  credit  markets.  By 
"securitization",  I  mean  the  process  of  transforming  financial  assets,  such  as  loans, 
into  securities  that  in  turn  convert  into  cash  over  time.  One  converts  loans  into  se- 
curities by  assembling  a  pool  of  loans  and  selling  them  to  a  special-purpose  entity, 
often  a  trust.  That  entity  then  issues  securities  representing  a  debt  or  equity  inter- 


est  in  the  loan  pool.  The  cash  flow  generated  by  the  loans  finances  payments  on  the 
securities. 

Securitization  occurs  because  it  benefits  loan  originators,  borrowers,  and  inves- 
tors. Securitization  benefits  loan  originators  by  increasing  the  market  value  of  loans 
in  at  least  three  ways.  First,  a  pool  of  loans  is  likely  to  nave  a  more  stable  income 
flow  than  a  single  loan.  This  greater  stability  raises  the  value  of  the  loans  in  the 
pool.  Second,  securitization  enables  the  risks  and  returns  of  loans  to  be  divided  into 
their  component  parts  and  tailored  to  a  variety  of  investor  preferences.  Investors 
can  thus  move  closer  to  their  preferred  portfohos.  For  example,  pension  funds  in- 
vesting now  to  pay  benefits  due  three  decades  hence  can  bear  interest-rate  risk 
more  easily  than  firms  needing  ready  cash  in  6  months.  Third,  the  option  of 
securitization  makes  loans  more  liquid— easier  to  convert  into  cash — even  if  the 
originator  retains  them  in  its  own  portfolio. 

Securitization  benefits  borrowers  by  making  credit  cheaper  and  more  readily 
available.  Borrowers  pay  lower  interest  rates  as  originators  pass  on  some  of  the  in- 
creased value  of  their  loans.  Securitization  may  also  reduce  fluctuations  in  the  flow 
of  credit  to  borrowers  who  depend  on  a  small  group  of  primary  lenders.  Many  small 
businesses,  for  example,  depend  on  commercial  banks  for  lending.  Cyclical  changes 
in  the  national  or  regional  economy  or  in  bank  supervision  that  reduce  the  banlting 
system's  lending  capacity  may  reduce  the  availability  of  credit  to  small  businesses. 
Securitization  could  help  make  small  businesses  less  susceptible  to  problems  in  the 
banking  system  insofar  as  it  gives  those  businesses  access  to  national  and  inter- 
national credit  markets,  throu^  banks  or  other  financial  institutions. 

Securitization  benefits  investors  by  providing  additional  investment  opportunities 
and  enabling  them  to  move  closer  to  what  they  perceive  as  optimal  portfolios.  Fi- 
nally, securitization  benefits  the  banking  system  as  a  whole  through  diversification, 
whether  geographic  or  with  regard  to  a  particular  borrower  or  industry. 

Asset-backed  security  issues  began  in  the  early  1970's  with  residential  mortgages 
and  grew  directly  out  of  federally  sponsored  programs  to  assist  the  housing  industry 
and  home  buyers.  A  principal  mandate  of  the  Ck)vemment  National  Mortgage  Asso- 
ciation (Ginnie  Mae),  Federal  National  Mortgage  Association  (Fannie  Mae),  and 
Federal  Home  Loan  Mortgage  Corporation  (Freddie  Mac)  was  and  continues  to  be 
providing  greater  access  to  capital  for  residential  mortgage  financing  by  developing 
a  secondary  market  for  residential  mortgages. 

These  government-sponsored  enterprises  (GSE's)  dominated  securitization  issues 
during  the  1970's  and  into  the  1980's.  In  an  effort  to  expand  private-sector  partici- 
pation, Congress  passed  the  Secondary  Mortgage  Market  Enhancement  Act  of  1984 
(SMMEA).  SMMEA  attempted  to  increase  the  demand  for,  and  market  value  of,  pri- 
vately sponsored  mortgage-backed  securities  by  removing  legal  irnpediments  to 
securitizing  "mortgage-related  securities."  Accordingly,  SMMEA:  (1)  Changed  mar- 
gin requirements  to  accommodate  the  need  for  delayed  delivery  in  transactions  in- 
volving private  issues  of  mortgage-related  securities;  (2)  authorized  depository  insti- 
tutions to  invest  in  mortgage-related  securities  issued  by  the  private  sector;  (3)  pre- 
empted state  law  limiting  investments  in  such  securities;  and  (4)  exempted  mort- 
f age-related  securities  fi^m  registration  under  state  securities  laws.  States  could, 
owever,  reimpose  investment  limitations  and  registration  requirements  within  7 
years  after  SMMEA  became  law. 

SMMEA  sought  to  allow  depository  institutions  and  institutional  investors,  espe- 
cially pension  ninds,  to  purchase  privately  sponsored  mortgage-backed  securities  as 
if  they  were  issued  by  a  Federal  agency  or  6SE.  SMMEA  also  attempted  to  reduce 
the  cost  of  issuing  privately  sponsored  mortgage-backed  securities  by  requiring 
States — subject  to  a  State  legislative  override — to  regulate  such  securities  no  more 
stringently  than  those  of  Federal  agencies.  Its  enactment  unlocked  a  large  pool  of 
potential  demand  for  residential  mortgage-related  securities.  These  securities  could 
be  marketed  broadly  without  having  to  review  fifty  States'  investment  statutes.  Al- 
though it  is  not  entirely  clear  to  what  extent  SMMEA  has  contributed  to  the  growth 
of  privately  issued  mortgage-backed  securities,  that  growth  has  been  rapid  since 
1984. 

New  types  of  asset-backed  securities  have  proliferated,  including  securitized  auto- 
mobile loans,  credit  card  receivables,  home  equity  loans,  commercial  mortgages,  and 
computer  leases. 

Securitization  works  most  easily  when  it  involves  a  high  volume  of  standardized 
loans,  such  as  those  for  single-family  housing,  automobiles,  and  credit  card  pur- 
chases. These  loans  are  relatively  homogeneous,  which  makes  it  easier  to  project 
losses  and  predict  cash  flows.  Investors  understand  the  historical  losses  for  these 
loans,  and  tilie  payment  streams  are  fairly  consistent.  Securitization  is  more  difficult 
in  the  case  of  nonstandard  loans — those  with  borrowers  of  differing  credit  qualities 
and  relatively  wide  variation  in  collateral,  interest  rates,  amortization,  covenants, 
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and  documentation.  However,  the  recent  development  of  securities  supported  by 
pools  of  such  heterogeneous  assets  suggests  that  many  more  types  of  financial  obli- 
gations can  be  securitized,  provided  that  investors  or  credit-enhancers  can  project 
the  losses  and  predict  the  cash  flows. 

Title  II-A  of  H.R.  3474  seeks  to  reap  for  small  businesses  the  same  credit-avail- 
ability benefits  that  securitization  has  yielded  in  other  markets.  In  fact, 
securitization  of  small  business  loans  has  already  proven  feasible:  three  public 
securitizations  have  come  to  market  even  without  changes  in  current  statutes.  But 
the  underlying  diversity  of  small  business  loans  impedes  the  development  of  a  large- 
scale  secondary  market.  Small  business  loans  have  diverse  credit  terms,  such  as  col- 
lateral requirements  and  repayment  schedules,  which  reflect  the  underlying  diver- 
sity of  the  business  activities  being  financed.  This  diversity  in  terms  makes  it  dif- 
ficult to  estimate  expected  loan  losses  and  predict  cash  flow.  Nonetheless,  this  hur- 
dle is  not  insurmountable  if  secondary  market  participants  can  develop  underwrit- 
ing and  loan  documentation  procedures — similar  to  those  the  GSE's  have  developed 
for  home  mortgages.  As  the  GSE's  have  demonstrated  in  the  securitization  of  adjust- 
able rate  mortgages  and  multifamily  loans,  such  procedures  need  not  require  mind- 
less standardization  of  loan  terms. 

We  believe  that  securitization  has  the  potential  to  increase  lending  to  small  busi- 
nesses. Offering  loan  originators  the  opportunity  to  sell  pools  of  small  business  loans 
to  investors  should  help  fi-ee  up  resources  that  can  be  used  to  make  more  such 
loans.  By  making  small  Dusiness  loans  more  liquid,  securitization  should  make  them 
more  attractive  to  originate  and  to  hold.  Securitization  should  sdso  bring  new 
sources  of  funds  to  small-  and  medium-sized  business  lending  by  enabling  investors 
who  do  not  lend  directly  to  small  businesses — such  as  pension  funds,  insurance  com- 
panies, trust  departments,  and  other  institutional  investors — to  invest  in  small  busi- 
ness loans  made  by  other  financial  institutions,  including  banks  that  are  effective 
originators  of  such  loans  but  that  may  not  want  to  hold  all  loans  originated  on  their 
balance  sheets. 

Furthermore,  the  administration  believes  that  securitization  should  reduce  the 
cost  of  borrowing  for  small  businesses.  Small  business  borrowers  pay  higher  interest 
rates  for  credit  in  part  because  their  loans  are  illiquid.  If  an  active  secondary  mar- 
ket for  small  business  loans  existed,  interest  rates  in  that  market  would  influence 
rates  in  the  loan  origination  market.  If  rates  and  yields  were  high  in  the  securitized 
loan  market,  banks  and  other  loan  originators  would  be  eager  to  have  more  loans 
to  sell.  They  would  signal  this  interest  to  borrowers  by  slightly  lowering  their  inter- 
est rates  to  them,  inviting  borrowers  to  seek  more  credit  or  permitting  previously 
marginal  borrowers  to  afford  credit. 

Title  II-A  seeks  to  foster  the  development  of  a  secondary  market  for  small  busi- 
ness loans  by  removing  impediments  in  the  securities,  banking,  and  tax  laws. 

Just  as  SMMEA  amended  the  securities  laws  to  define  "mortgage  related  secu- 
rity", title  II-A  would  define  "small  business  related  security."  Such  a  security  would 
either:  (1)  Represent  an  interest  in  one  or  more  promissory  notes  of  a  small  busi- 
ness; or  (2)  be  secured  by  an  interest  in  one  or  more  promissory  notes  and  provide 
for  payments  of  principal  in  relation  to  payments  on  the  notes.  The  loans  would 
have  to  be  made  to  small  businesses  as  defined  by  the  Small  Business  Act,  and  the 
security  would  have  to  be  rated  in  one  of  the  four  highest  rating  categories  (i.e., 
rated  investment  grade)  by  at  least  one  nationally  recognized  statistical  rating  orga- 
nization. 

We  do  have  some  concerns  about  allowing  a  small  business  related  security  to  be 
rated  in  any  of  the  four  highest  rating  categories.  SMMEA  sets  a  higher  standard 
for  mortgage-related  securities,  which  are  generally  thought  to  be  less  risky  than 
small  business  related  securities. 

The  bill  also  amends  the  Federal  securities  laws  relating  to  margin  and  securities 
delivery  requirements  by  allowing  issuers  more  time  to  pool  and  sell  securities.  The 
current  35-day  time  period  for  delivery  is  extended  to  180  days  so  that  small  busi- 
ness loans  to  be  included  in  a  pool  backing  securities  may  be  originated  afl^r  a  com- 
mitment to  purchase  the  securities  has  been  obtained.  SMMEA  accorded  the  same 
treatment  to  mortgage-related  securities.  As  under  SMMEA,  moreover,  the  Securi- 
ties and  Exchange  Commission  (SEC)  and  the  Federal  Reserve  Board  (Fed)  could 
reduce  the  180-day  period  to  correct  any  perceived  abuses.  To  date,  neither  agency 
has  found  it  necessary  to  reduce  this  time  period  for  mortgage-related  securities. 

The  bill  would  preempt  certain  state  legal  investment  and  blue  sky  laws  with  re- 
spect to  small  business  related  securities.  Investors  could  purchase  small  business 
related  securities  to  the  same  extent  that  state  law  (such  as  banking  or  insurance 
law)  permitted  them  to  invest  in  U.S.  government  or  agency  securities.  Small  busi- 
ness related  securities  would  be  exempt  from  state  securities  registration  or  quali- 
fication requirements  to  the  same  extent  as  U.S.  government  or  agency  securities. 


A  State  could,  however,  override  any  of  these  preemptions  of  its  laws  by  enacting 
a  statute  to  that  effect  within  7  years  after  this  bill  became  law. 

The  bill  would  amend  the  banking  laws  to  modify  the  regulatory  capital  and  ac- 
counting treatment  of  smsdl  business  related  securities  held  oy  qualified  insured  de- 
pository institutions. 

As  for  tax  laws,  the  bill  declares  the  sense  of  the  Senate  that  taxation  of  a  small 
business  loan  investment  conduit  should  be  similar  to  the  taxation  of  a  real  estate 
mortgage  investment  conduit.  It  defines  a  "small  business  loan  investment  conduit" 
as  any  entity  whose  assets  substantially  consist  of  small  business  loans  originated 
by  insured  depository  institutions,  credit  unions,  insurance  companies,  financing 
companies,  or  leasing  companies. 

The  administration  supports  the  overall  objectives  of  these  provisions. 
Securitization  will  fvilfill  a  useful  role  in  the  market  by  supplementing  the  making 
and  holding  of  loans,  although  the  extent  of  this  role  cannot  be  predicted  ahead  of 
time.  The  mechanism  for  structuring  small  business  loan  securitization,  as  envi- 
sioned in  this  bill,  is  the  proper  approach  to  encouraging  a  secondary  market.  The 
bill  places  a  reliance  on  the  private  sector  to  develop  a  market,  avoimng  the  poten- 
tial expansion  of  government  liability  for  non-guaranteed  small  business  loans  that 
is  inherent  in  some  other  proposals. 

It  is  also  important  to  avoid  reducing  investor  protection,  and  these  provisions 
leave  all  such  protections  in  place.  For  example,  the  disclosure  and  liability  provi- 
sions of  the  Federal  securities  laws  will  continue  to  apply.  Moreover,  the  partici- 
pants in  the  securitization  process  will  have  their  reputations  on  the  line,  thus  add- 
ing an  economic  incentive  for  protecting  investors. 

We  believe  that  securitization  of  small  business  loans  can  be  consistent  with  the 
safe  and  sound  operation  of  the  financial  system.  However,  it  is  very  important  that 
the  issue  of  asset  sales  with  recourse  be  resolved  in  manner  that  promotes  a  proper 
accounting  of  risk  and  provides  the  regulatory  agencies  with  flexibility  in  addressing 
capital  and  accounting  matters. 

The  market  for  securitized  small  business  loans  is  in  the  process  of  developing. 
Sellers  and  buyers  are  becoming  familiar  with  these  securities  and  over  time  more 
securitized  leans  will  be  available  and  more  investors  will  be  interested  in  purchas- 
ing them.  The  administration  stronglv  supports  removing  obstacles  to  the  develop- 
ment of  this  market;  government  neea  not  stand  in  the  way  of  its  evolution. 

In  addition  to  small  business  lending,  credit  availability  concerns  have  also  been 
raised  with  regard  to  commercial  mortgages.  As  with  loans  to  sinall  businesses,  fa- 
cilitating the  development  of  a  secondary  market  for  commercial  mortgages  has 
been  proposed  as  one  solution.  The  secondary  market  for  commercial  mortgages  is 
larger  than  that  for  small  business  loans.  However,  only  $5.2  billion  in  commercial 
mortgage-backed  securities  were  offered  to  investors  between  1988  and  1992.  This 
amount  is  dwarfed  by  the  $973.5  billion  residential  mortgages-backed  securities  of- 
fered in  the  same  period. 

The  secondary  market  for  commercial  mortgages  is  unlikely  to  ever  grow  as  large 
as  the  residential  market.  Commercial  mortgages  have  the  same  sort  of  diversity 
of  terms  that  exist  with  small  business  loans.  They  differ  according  to  type,  tenant 
mix,  lease  terms,  and  maturities.  However,  this  lack  of  standardization  is  currently 
being  addressed  as  a  consortium  of  financial  institutions  and  real  estate  firms  are 
beginning  to  assemble  data  on  loan  performance  and  develop  uniform  underwriting 
and  documentation  standards. 

Nonetheless,  the  development  of  a  larger  market  for  commercial  mortgage-backed 
securities  will  offer  many  benefits.  It  wul,  for  example,  impose  additional  discipline 
in  the  allocation  of  credit  for  commercial  real  estate.  During  the  late  1980's,  the 
economy  and  our  financial  institutions  suffered  as  commercial  real  estate  markets 
tumbled.  A  secondary  market  will  reduce  the  likelihood  of  overbuilding  as  pricing 
in  the  secondary  market  will  help  signal  when  originators  are  extending  too  much 
credit.  Conversely,  a  secondary  market  will  ease  unnecessary  credit  constriction  dur- 
ing an  economic  downturn. 

Further,  a  larger  secondary  market  for  commercial  mortgages  will  promote  a  safer 
and  sounder  bai5ung  system.  Banks  whose  commercial  mortgages  are  located  in  one 
geographic  area  are  more  likely  to  face  difficulty  in  a  regional  recession.  A  larger 
secondary  market'  will  enable  banks  to  diversify  out  this  geographic  risk. 

Section  347  of  H.R.  3474  is  designed  to  stimulate  the  secondary  market  for  com- 
mercial mortgages  by  removing  securities  law  barriers  that  inhibit  the  sale  of  secu- 
rities backed  by  commercial  mortgages.  Section  347  would  add  securities  backed  by 
mortgages  on  commercial  property  to  SMMEA's  definition  of  "mortgage-related  secu- 
rity", and  thereby  extend  the  benefits  of  SMMEA  to  commercial  mortgages.  In  fact, 
the  Senate  version  of  SMMEA,  passed  in  1984,  included  commercial  mortgage- 
backed  securities.  The  House  version,  which  ultimately  prevailed,  omitted  commer- 
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cial  mortgages.  As  discussed  previously,  SMMEA  attempted  to  increase  the  demand 
for,  and  the  market  value  of,  privately  sponsored  mortgage-backed  securities  by 
broadening  the  investor  base  for  mortgage-related  securities. 

National  banks  would  be  authorized  to  purchase  the  commercial  mortgage-backed 
securities,  subject  to  the  regulations  of  the  OCC.  The  OCC  would  be  required  to  pro- 
mulgate final  regulations,  within  1  year  after  the  date  of  enactment,  to  regulate  this 
activity.  The  section  would  become  effective  on  the  date  that  the  final  regulations 
are  issued. 

Finally,  commercial  mortgage-backed  securities  would  not  be  deemed  mortgage- 
related  securities  under  the  Securities  Exchange  Act  of  1934  if  a  State,  within  7 
years  of  the  date  of  enactment,  passes  a  law  that  specifically  prohibits  or  provides 
for  more  limited  authority  to  purchase,  hold  or  invest  in  such  securities. 

The  administration  supports  amending  SMMEA  to  include  commercial  mortgages 
as  it  would  lead  to  a  larger  market  for  commercial  mortgage-backed  securities. 

Providing  credit  to  small  businesses  is  an  important  and  continually  challenging 
task.  Securitization  is  one  of  many  potential  methods  of  improving  credit  availabil- 
ity to  foster  economic  growth  and  one  that  should  be  facilitated  by  removing  unnec- 
essary barriers. 

Despite  these  important  benefits,  I  would  be  remiss  if  I  failed  to  note  two  caveats. 
First,  the  securitization  of  heterogeneous  assets,  like  small  business  loans,  will  lead 
to  uniformity  in  underwriting  standards.  Although  beneficial  in  the  aggregate,  such 
uniformity  may  render  borrowers  with  more  unique  characteristics  unable  to  obtein 
credit  at  a  reasonable  cost.  Second,  any  facilitation  effort  must  ensure  that  the  bene- 
fits of  altering  the  rules  for  securitizing  assets  outweigh  the  costs. 

The  admimstration  supports  the  provisions  discussed  above  and  looks  forward  to 
working  with  this  subcommittee  on  the  community  development  financial  institu- 
tions legislation  and  on  other  efforts  to  promote  growth. 

I  will  be  pleased  to  respond  to  any  questions  the  subcommittee  may  have. 

Mr.  Markey.  Thank  you  very  much,  Mr.  Camell. 

Our  next  witness,  John  LaWare,  has  served  as  a  member  of  the 
Board  of  Governors  of  the  Federal  Reserve  since  August  1988  and 
he  recently  testified  before  the  subcommittee  on  function  of  regula- 
tions derivatives  and  whatever  else  came  to  mind  that  day. 

We  appreciate  his  range  of  expertise  and  he  is  back  again  to  help 
us  shape  the  legislation. 

STATEMENT  OF  JOHN  P.  LaWARE 

Mr.  LaWare.  I  am  here  today  to  discuss  Title  II.  Though  busi- 
ness lending  is  now  on  the  upswing  after  a  period  of  credit  tighten- 
ing in  the  late  1980's,  it  is  still  desirable  to  find  ways  to  promote 
the  efficient  flow  of  credit  to  smaller  businesses  in  the  future.  One 
avenue  would  be  to  encourage  the  securitization  of  small  business 
loans. 

In  a  securitization,  loans  are  pooled  and  sold  as  securities  to 
highly  risk-averse  investors.  However,  small  business  loans  difier 
substantially  from  the  relatively  homogeneous  types  of  loans  such 
as  residential  mortgages  that  are  successfully  being  securitized. 
Small  business  loans  tend  to  be  quite  heterogeneous  because  small 
businesses  are  diverse  and  need  credit  terms  tailored  to  their  indi- 
vidual needs.  This  diversity,  however,  complicates  the  task  of  judg- 
ing the  overall  quality  of  a  pool  of  such  assets. 

Standardized  loan  terms  would  be  helpful  but  would  introduce 
an  element  of  inflexibility  that  could  preclude  some  small  busi- 
nesses that  don't  fit  the  "mold"  from  obtaining  credit.  Standardiza- 
tion would  also  increase  the  amount  of  documentation  small  busi- 
nesses would  have  to  provide,  as  occurred  when  residential  mort- 
gages became  securitized. 

Thus,  the  key  to  successful  securitization  of  small  business  loans 
seems  to  be  significant  credit  enhancements.  These  are  certainly 
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appropriate  for  banks  to  provide  if  done  safely  and  soundly  with 
adequate  capital  support  to  protect  depositors. 

Under  generally  accepted  accounting  principles  (GAAP),  which 
the  bill  proposes  to  utilize,  the  capital  a  bank  must  hold  against 
an  asset  sold  with  recourse  would  decline  dramatically.  GAAP  sim- 
ply requires  the  seller  of  an  asset  with  recourse  to  establish  a  li- 
ability reserve  equal  to  the  amount  of  expected  loss.  However,  even 
if  loss  estimates  are  made  in  good  faith,  actual  losses  may  turn  out 
to  be  substantially  greater  than  estimated.  Capital  serves  as  a  buff- 
er against  such  developments. 

Nonetheless,  the  banking  agencies'  current  capital  rules  for  sales 
of  assets  with  recourse  are,  frankly,  too  harsh.  The  agencies,  under 
the  auspices  of  the  Federal  Financial  Institutions  Examination 
Council,  have  studied  this  matter  and  proposed  to  modify  the  rules 
to  reduce  the  capital  requirement,  making  it  more  commensurate 
with  the  actual  risk.  This  proposal,  which  would  reduce  the  capital 
requirement  for  all  types  of  assets  sold  with  recourse,  including 
small  business  loans  and  commercial  loans,  was  published  on  May 
25,  1994. 

In  this  regard,  I  would  like  to  note  that  in  Title  III  of  the  House 
version  of  H.R.  3474,  section  138  calls  for  the  Federal  banking 
agencies  to  review  the  capital  standards  applicable  to  loans  sold 
with  recourse  and  revise  their  capital  standards.  In  view  of  the 
agencies'  recent  study  and  proposal  on  this  matter,  this  provision 
is  unnecessary. 

Of  more  concern,  however,  section  138  mandates  that  the  agen- 
cies' capital  rules  for  recourse  transactions  be  no  less  stringent 
than  GAAP,  thus  explicitly  tying  banking  agencies,  regulatory  cap- 
ital rules  to  GAAP. 

The  agencies'  capital  rules  are  not  an  accounting  principle;  they 
are  a  supervisory  tool  to  help  ensure  the  safety  and  soundness  of 
the  banking  system,  GAAP,  on  the  other  hand,  is  set  by  the  Finan- 
cial Accounting  Standards  Board,  a  private,  standard-setting  group 
and  is  oriented  toward  the  disclosure  of  information  for  stockhold- 
ers, investors,  and  analysts.  This  may  or  may  not  be  relevant  for 
safety  and  soundness  purposes. 

Given  the  divergent  purposes  of  the  regulatory  capital  rules  and 
GAAP,  we  believe  that  the  banking  regulators  should  have  the  au- 
thority to  differ  from  GAAP  when  necessary  in  order  to  address 
safety  and  soundness  concerns  without  being  constrained  by  a 
stringency  test  relative  to  standards  set  by  a  private  group  like 
FASB.  This  stringency  test  is  similar  to  the  one  set  forth  in  section 
121  of  the  Feder^  Deposit  Insurance  Corporation  Improvement  Act 
with  respect  to  accounting  standards  banking  organizations  must 
use  in  completing  regulatory  reports. 

These  two  provisions  together  would  effectively  give  FASB  more 
authority  over  the  agencies'  regulatory  capital  rules  and  regulatory 
reporting  requirements  than  the  regulators  themselves  would  have 
since,  in  both  cases,  any  differences  from  GAAP  would  have  to  be 
justified  as  "no  less  stringent." 

Accordingly,  section  138  of  the  House  version  of  H.R.  3474  should 
be  dropped  or  revised  to  decouple  the  agencies'  regulatory  capital 
rules  from  GAAP.  Further,  we  propose  that  Congress  also  amend 
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FDICIA  121  so  that  the  banking  agencies'  regulatory  reports  can 
follow  GAAP  to  the  extent  consistent  with  safety  and  soundness. 

Let  me  hasten  to  add  that  the  banking  agencies  are  not  inter- 
ested in  establishing  reporting  or  capital  standards  that  are  more 
liberal  than  GAAP.  We  have  never  pursued  such  a  course.  But  gov- 
ernment agencies  should  not  be  constrained  in  their  reporting  and 
rulemaking  authority  with  respect  to  principles  set  by  a  private 
body  with  objectives  that  are  far  different. 

Now,  let  me  turn  to  the  capital  provisions  for  small  business  loan 
securitizations  outlined  in  section  208  of  Title  II.  In  our  view,  they 
are  very  preferential. 

We  originally  did  not  object  to  this  preferential  capital  treatment 
because  it  incorporated  important  limitations.  The  treatment  was 
to  apply  only  to  securitizations  of  small  business  loans  by  banks 
meeting  the  adequate  and  well-capitalized  standards  under  the 
agencies'  current  capital  rules.  Moreover,  the  amount  of  these  loans 
that  such  banks  could  treat  preferentially  was  limited  to  15  percent 
of  total  risk-based  capital. 

Even  with  the  limitations,  this  special  treatment  would  result  in 
less  capital  support  for  securitized  small  business  loans  than  the 
agencies  have  proposed  after  the  exhaustive  Examination  Council 
study  I  just  mentioned.  Nonetheless,  we  believed  that,  with  the 
limitations,  the  preferential  treatment  would  not  unduly  threaten 
safety  and  soundness.  But  if  it  were  extended  to  a  wider  variety 
of  assets,  safety  and  soundness  concerns  could  arise. 

Rather  than  specifying  detailed  capital  requirements  for  a  select 
group  of  assets  by  statute,  it  would  be  preferable  for  Congress  to 
support  the  agencies'  current  efforts  to  develop  appropriate  capital 
standards  for  securitizing  all  types  of  loans.  This  would  avoid  the 
rigidities  that  result  when  technical  and  complex  regulatorj-  re- 
quirements are  written  into  law. 

Let  me  assure  you  in  closing  that,  in  view  of  the  importance  of 
credit  availability  to  small  and  medium-sized  businesses,  we  are 
committed  to  continuing  to  work  with  this  committee,  the  other 
banking  agencies,  and  the  administration  in  developing  an  ap- 
proach that  will  remove  any  unnecessary  impediments  to 
securitization,  while  at  the  same  time  protecting  the  safety  and 
soundness  of  the  banking  system  and  minimizing  regulatory  bur- 
den. 

[Testimony  resumes  on  p.  28.] 

[The  prepared  statement  of  Mr.  LaWare  follows:] 
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Testimony  by 

John  P.  LaWare 

Member,  Board  of  Governors  of  the  Federal  Reserve  System 

I  am  here  today  to  discuss  Title  II  of  the  Community 
Development,  Credit  Enhancement,  and  Regulatory  Improvement  Act 
of  1994  (H.R.  3474) ,  entitled  Small  Business  Capital  Formation, 
as  passed  by  the  Senate  on  March  17,  1994.   Title  II  seeks  to 
increase  the  availability  of  credit  to  small  businesses  by 
facilitating  the  securitization  of  small  business  loans.   The 
objective  of  this  bill  is  extremely  important,  particularly  given 
the  problems  that  some  small  businesses  h^ve  had  in  obtaining 
adequate  credit  accommodation.   Moreover,  experience  in  other 
sectors  of  the  credit  markets  where  securitization  has  become 
widespread  suggests  that  securitization  of  small  business  loans 
could  confer  benefits  on  banks  and  other  financial  institutions 
that  originate,  securitize,  and  invest  in  these  loans. 

Accordingly,  the  Federal  Reserve  supports  the 
objectives  of  Title  II.   We  believe  that  its  implementation  may 
prove  helpful  in  encouraging  the  development,  through  the 
securitization  process,  of  a  secondary  market  for  small  business 
loans.   We  also  support  the  bill's  approach  of  promoting  this 
development  by  relying  on  the  private  sector  rather  than 
involving  the  government  through  yet  another  guarantee  progrsun. 

Small-  and  medium-sized  businesses  have  always  been  of 
critical  importance  to  the  American  economy.   They  have  served  as 
an  engine  for  job  creation  and  as  a  major  source  of  innovation  in 
product  development.   For  these  businesses  to  continue  to  fulfill 
these  roles  they  must  have  the  ability  to  obtain  adequate  credit 
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accommodation.   Traditionally,  the  comnercial  banking  system  has 
been  the  principal  source  of  credit  to  smaller  businesses,  and 
the  small  business  segment  has  contributed  importantly  to  the 
earnings  of  the  banking  industry. 

Unfortunately,  during  the  latter  part  of  the  last 
decade,  and  in  the  first  year  of  this  decade,  as  banScs 
encountered  severe  problems  in  their  loan  portfolios,  they 
generally  tightened  their  lending  standards.   As  a  result,  the 
availability  of  credit  was  significantly  reduced,  particularly 
to  small  businesses.   With  its  markedly  improved  performance  in 
the  past  two  years,  the  banking  system  has  been  able  to 
strengthen  its  balance  sheet  and  is  in  a  much  better  position  to 
lend  to  small  businesses  and  other  borrowers.   Government 
agencies  have  also  taken  a  number  of  steps  to  encourage  banks  to 
loan  to  small  businesses  including  a  program  to  allow  banks  to 
establish  a  "basket"  of  loans  which  will  be  judged  on  the  basis 
of  performance,  and  not  be  criticized  on  the  basis  of 
documentation  deficiencies.   Taking  these  developments  into 
account  along  with  the  generally  improving  economy,  it  is  not 
surprising  that  the  volume  of  small  business  loans  has  been 
growing  since  last  fall. 

Nonetheless,  there  may  be  many  situations  in  which 
creditworthy  small  businesses  are  continuing  to  encounter 
difficulties  in  obtaining  credit.   In  addition  to  addressing  the 
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problem  created  by  the  credit  crvinch  of  recent  years,  it  is 
highly  desirable  to  find  ways  to  promote,  in  an  efficient  but 
prudential  manner,  the  flow  of  credit  to  smaller  businesses. 

A  possible  way  to  maintain  or  increase  small 
businesses'  access  to  credit  could  be  the  expansion  of 
opportunities  to  securitize  small  business  loans.   While  no 
panacea,  this  approach  has  been  given  increased  consideration  in 
recent  years. 

In  a  securitization,  loans  are  placed  in  a  pool  and 
securities  are  issued  that  entitle  the  holders  to  the  proceeds  of 
the  principal  and  interest  payments  flowing  from  the  underlying 
loans.   Originators  of  loans  that  are  used  in  asset-backed 
securities  could  benefit  from  improved  liquidity,  enhanced  fee 
income,  and — to  the  extent  that  a  true  sale  has  occurred  and  the 
assets  are  removed  from  their  balance  sheets — less  need  for 
capital.   Investors,  on  the  other  hand,  acquire  securities  that 
require  no  management  of  the  underlying  loans  on  their  part  and 
yet  provide  an  attractive  return  for  instrujnents  that  pose, 
depending  upon  the  nature  of  the  credit  enhancement,  little  or  no 
credit  risk. 

In  order  for  the  securitization  of  assets  to  be 
successful,  the  resulting  security  must  be  appealing  to 
investors,  who  are  generally  risk-averse,   when  evaluating 
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securities,  investors  rely  heavily  upon  the  national  credit 
rating  agencies  to  inform  them  of  the  credit  risk  associated  with 
securities  through  the  assigned  credit  ratings.   Thus, 
securitized  transactions  must  have  sufficient  credit  enhancement 
to  obtain  a  credit  rating  level  that  makes  the  securities 
attractive  to  investors. 

Both  sales  and  purchases  of  securitized  pools  offer 
improved  diversification  and  a  greater  selection  of  risk  and 
return  alternatives.   Purchases  of  securities  backed  by  loans  may 
be  particularly  valuable  to  smaller  banks  that  do  not  have  the 
capability  of  diversifying  their  lending  either  geographically  or 
according  to  industrial  sector. 

Given  the  potential  benefits  to  be  gained  from  the 
securitization  of  small  business  loans  and  business  loans 
generally,  the  Federal  Reserve  believes  that  it  is  important  to 
give  careful  consideration  to  proposals  designed  to  promote  and 
encourage  the  securitization  of  such  loans.   These  potential 
benefits  have  been  dramatically  demonstrated  by  the  impressive 
grovth  in  the  residential  mortgage-backed  securities  market  and 
the  markets  for  securities  based  on  auto  loans  and  other  consumer 
loans.   It  thus  seems  reasonable  that  small  business  lending 
could  also  benefit  from  securitization. 

Small  business  loans,  however,  differ  substantially 
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from  the  types  of  loans  —  such  as  residential  mortgages ,  auto 
loans,  and  credit  card  receivables  --  that  are  currently 
securitized.   While  these  types  of  loans  are  relatively 
homogeneous,  small  business  loans  tend  to  be  quite  heterogeneous, 
due  in  part  to  the  natural  diversity  of  small  business 
enterprises  and  their  loan  terms,  which  are  usually  individually 
negotiated  to  suit  the  unique  credit  needs  of  each  borrower. 
This  diversity  results  in  loans  with  widely  different  maturities 
and  repayment  terms,  different  degrees  of  documentation,  and 
different  amounts  of  information  regarding  the  underlying 
financial  positions  of  the  obligors.   This  heterogeneity  greatly 
complicates  the  process  of  predicting  the  future  cash  flows 
produced  by  pools  of  even  the  highest  credit  quality. 

Also,  small  business  loan  pools  may  exhibit  a  diversity 
in  credit  quality,  which  coupled  with  a  diversity  in 
documentation  standards,  greatly  complicates  the  task  of 
performing  due  diligence  and  reaching  a  judgement  as  to  the 
overall  quality  of  the  pool.   Finally,  the  lack  of  a  sufficiently 
broad  and  deep  historical  data  base  on  small  business  loan 
performance  makes  actuarial  methods  of  estimating  loan  losses 
extremely  difficult. 

All  of  these  barriers  to  successful  widespread 
securitization  of  small  business  loans  derive  from  the 
heterogeneity  of  this  type  of  credit.   The  heterogeneity  problem 
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could  be  solved  through  a  more  standardized  loan  product  that 
could  be  easier  to  securitize.   Standardization,  however,  would 
introduce  an  element  of  inflexibility  Into  small  business  lending 
and  could  preclude  many  small  business  firms  from  obtaining  the 
credit  accommodation  they  need  because  they  do  not  fit  the 
"mold."  In  addition,  the  standardization  of  small  business  loans 
could  increase  the  amount  of  documentation  needed  to  support  such 
credits,  thereby  increasing  the  cost  to  small  business  borrowers. 

In  this  regard,  it  should  be  noted  that  the 
securitization  of  residential  mortgages  has  resulted  in  much  more 
elaborate  and  expensive  documentation  requirements.   Thus,  it  is 
possible  that  rigid  and  inflexible  underwriting  standards  and 
increased  documentation  requirements  could  actually  curtail  the 
amount  of  available  credit  for  businesses. 

Because  greater  homogeneity  of  small  business  loans  has 
net  been  achieved,  the  successful  securitization  of  such  assets 
has  had  to  rely  upon  significant  credit  enhancements.   Such  large 
enhancements  are  needed  to  offset  the  concerns  of  risk-averse 
investors  over  the  uncertainty  associated  with  the  heterogeneous 
nature  of  small  business  loans. 

The  provision  of  credit  enhancements  by  banks  to 
facilitate  the  securitization  of  these  loans  is  certainly  not  an 
objectionable  activity,  so  long  as  it  is  carried  out  in  a  safe 
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and  sound  manner  and  adec[uate  capital  support  is  maintained  to 
protect  depositors.   In  this  connection,  it  should  be  noted  that 
the  heterogeneous  nature  of  small  business  loans  makes  it 
relatively  difficult  for  banks  to  accurately  assess  the  riskiness 
of  providing  credit  enhancements  for  these  transactions.   Thus, 
it  becomes  especially  important  to  ensure  that  banks  maintain 
adequate  capital  for  such  arrangements,  including  sales  of  assets 
with  recourse. 

Under  a  recourse  arrangement,  a  bank  typically  commits 
to  cover  any  initial  losses  on  loans  that  may  occur  up  to  a 
contractually  agreed  upon  amount.   This  results  in  the  selling 
bank  being  exposed  to  a  possibly  significant  proportion  of  the 
potential  losses  on  the  transferred  loans. 

Under  generally  accepted  accounting  principles  (GAAP) — 
or  more  specifically  Financial  Accounting  Standard  77  (FAS  77) — 
which  the  bill  proposes  to  utilize,  a  bank  may  remove  from  its 
balance  sheet  an  asset  sold  with  recourse  even  if  it  has  retained 
the  risk  of  ownership.   This  accounting  standard  treats  the 
transfer  of  assets  with  recourse  as  a  sale  if  the  seller 
relinquishes  the  benefits  of  owning  the  asset,  is  reasonably  able 
to  estimate  the  expected  losses  to  which  it  is  still  exposed 
under  the  recourse  provision,  and  establishes  a  specific 
liability  reserve  equal  to  the  amount  of  these  expected  losses. 
This  treatment  generates  a  strong  incentive  for  banks  to 
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underestimate  losses,  and  this  wea)cnes8  has  caused  some 
accounting  professionals  to  criticize  FAS  77.   However,  even  if 
loss  estimates  were  made  in  good  faith,  this  approach  would  still 
be  of  concern  from  a  supervisory  perspective  because  it  does  not 
take  into  account  the  possibility  that  actual  losses  may  turn  out 
to  be  substantially  greater  than  expected  losses.   The  role  of 
capital  is  to  serve  as  a  buffer  against  such  developments,  and 
GAAP  is  silent  on  this  aspect  of  risk  exposure. 

The  banking  agencies'  rules  attempt  to  establish 
policies  to  ensure  that  government-insured  depository 
institutions  will  hold  capital  commensurate  with  their  risk 
exposure  in  any  transactions — including  securitized 
transactions — that  they  engage  in.   Thus,  unlike  GAAP,  the 
regulatory  treatment  of  asset  sales  focuses  on  the  retention  of 
risk  rather  than  the  relinquishing  of  the  benefits  of  ownership. 
Under  this  treatment,  when  a  loan  is  transferred  with  recourse, 
the  agencies  have  generally  treated  the  transaction  as  a 
borrowing  and  have  required  the  transferor  to  maintain  capital 
against  the  entire  amount  of  the  assets  transferred. 

More  recently,  however,  it  has  come  to  be  recognized 
that  this  conservative  approach  does  not  fully  take  into  account 
contractual  limitations  on  the  selling  bank's  recourse  obligation 
and  may  not  accurately  reflect  expectations  or  practices  of  the 
marketplace.   In  this  regard,  the  agencies,  under  the  auspices  of 
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the  Federal  Financial  Institutions  Examination  Council,  have 
reviewed  longstanding  recourse  rules.   They  have  concluded  that 
these  rules  should  be  modified  to  reduce  the  capital  charges  for 
certain  asset  sales  with  limited  recourse  in  order  to  make  those 
charges  more  commensurate  with  the  contractual  credit  risk  to 
which  the  selling  organization  is  exposed. 

Accordingly,  on  May  25,  1994,  the  federal  banking 
agencies  published  for  public  comment  a  detailed  proposal  on  the 
appropriate  capital  treatment  for  recourse  arrangements.   The 
proposed  guidelines  are  consistent  with  the  basic  supervisory 
principle  that  the  capital  held  against  transactions  should  be 
commensurate  with  their  risk.   In  particular,  the  agencies  are 
proposing  to  reduce  the  capital  requirement  for  all  recourse 
transactions  where  the  selling  banking  organization  contractually 
limits  its  exposure  to  less  than  the  full,  effective  risk-based 
capital  requirement  for  the  assets  transferred.   This  low-level 
recourse  rule  would  apply  to  all  types  of  assets,  including  small 
business  loans  and  commercial  loans.   For  example,  the  risk-based 
capital  requirement  for  a  standard  risk  asset  transferred  with  a 
3  percent  recourse  obligation  would  be  only  3  percent  rather  than 
the  currently  required  8  percent. 

In  addition,  the  agencies  are  requesting  public  comment 
on  a  preliminary  proposal  that  would  employ  credit  ratings  to 
assess  risk-based  capital  against  banking  organizations' 
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securitization  exposure  based  on  their  relative  risk  of  loss  from 
the  underlying  assets.   This  aspect  of  the  agencies'  proposal 
could  reduce  the  capital  rec[uirement  against  senior  asset-backed 
securities  that  currently  are  assessed  8  percent  capital.   I 
would  note  that  while  the  existing  regulatory  guidance  is  in  need 
of  some  revision,  its  limitations  have  not  precluded  the 
development  of  substantial  securitization  markets  for  a  wide 
variety  of  loans. 

In  this  regard,  in  the  House  version  of  H.R.  3474, 
section  138  calls  for  federal  banking  agencies  to  review  the 
capital  standards  applicable  to  loans  sold  with  recourse  and 
revise  their  capital  standards  in  accordance  with  the  agencies' 
findings.   The  banking  agencies  are  already  conducting  such  a 
review  and,  as  mentioned  earlier,  recently  published  proposals  to 
revise  their  capital  rules  with  regard  to  recourse  arrangements 
as  a  part  of  that  review.   Thus,  it  would  seem  that  legislative 
action  calling  for  such  a  study  is  not  necessary. 

Section  138  also  mandates  that  any  revisions  that  the 
agencies  propose  to  their  capital  standards  may  not  be  less 
stringent  than  GAAP.   This  explicitly  ties  the  banking  agencies' 
regulatory  capital  rules  to  GAAP.   The  capital  rules  are  not  an 
accounting  principle;  they  are  a  supervisory  tool  to  help  ensure 
the  safety  and  soundness  of  the  banking  system.   On  the  other 
hand,  GAAP  —  as  set  by  the  Financial  Accounting  Standards  Board 
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(FASB) ,  a  private  standard-setting  group  —  is  oriented  toward 
the  disclosure  of  information  for  stockholders,  investors,  and 
analysts,  which  may  or  may  not  be  relevant  for  safety  and 
soundness  purposes. 

Given  the  divergent  purposes  of  the  regulatory  capital 
rules  and  GAAP,  we  believe  that  the  banking  regulators  should 
have  the  authority  to  differ  from  GAAP  when  necessary  in  order  to 
address  safety  and  soundness  concerns  without  being  constrained 
by  a  stringency  test  relative  to  standards  set  by  a  private  group 
like  FASB.   The  section  138  stringency  test  is  similar  to  the  one 
set  forth  in  section  121  of  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  (FDICIA)  with  respect  to  accounting 
standards  banking  organizations  must  use  in  completing  regulatory 
reports,  and  both  cause  concern. 

Section  138  of  the  House  version  of  H.R.  3474 
effectively  would  give  FASB  more  authority  over  the  agencies' 
regulatory  capital  rules  than  the  regulators  themselves  would 
have  —  just  as  section  121  of  FDICIA  has  given  FASB  more 
authority  than  the  agencies  have  over  regulatory  reporting 
requirements  —  since  in  both  cases  any  differences  from  GAAP 
would  have  to  be  justified  as  "no  less  stringent."  This  is  of 
concern  to  us  because  safety  and  soundness  considerations  may 
dictate  an  approach  to  regulatory  capital  rules  and  regulatory 
reporting  that  is  very  different  from  what  GAAP  requires  and. 
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thus,  a  stringency  test  nay  not  be  applicable.  As  a  result,  the 

banking  regulators  may  be  forced  to  follow  GAAP  in  cases  where 

that  is  not  the  prudential  course  of  action  from  a  safety  and 

soundness  viewpoint,  simply  because  that  course  of  action  is  so 
different  a  stringency  test  cannot  be  applied. 

Accordingly,  section  138  of  the  House  version  of  H.R. 
3474  should  be  either  dropped  or  revised  to  decouple  the 
agencies'  regulatory  capital  rules  from  GAAP.   Further,  we  would 
propose  that  Congress  also  amend  section  121  of  FDICIA  so  that 
the  agencies'  regulatory  reports  can  follow  GAAP  to  the  extent 
consistent  with  safety  and  soundness. 

Now  I  would  like  to  turn  to  the  specifics  of  section 
208  of  Title  II,  which  deals  with  the  accounting,  capital  and 
reserve  requirements  for  transfers  of  small  business  loans.   In 
particular,  with  respect  to  capital,  section  208  contains  two 
principal  provisions.   First,  small  business  loans  sold  with 
recourse  would  be  reported  in  accordance  with  GAAP  on  the 
regulatory  reports  filed  by  insured  depository  institutions. 
Second,  the  maximum  amount  of  capital  and  reserves  to  be 
maintained  by  insured  depository  institutions  selling  small 
business  loans  with  recourse  would  be  limited  to  a  specific 
reserve  equal  to  the  selling  institution's  reasonable  estimate  of 
its  liability  under  the  recourse  arrangement,  plus  an  8  percent 
capital  requirement  against  the  amount  of  retained  recourse. 
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As  I  have  noted,  one  of  the  nost  iDportant  safety  and 
soundness  considerations  is  the  amount  of  capital  that  is 
maintained  to  protect  banking  organizations  from  any  risks 
associated  with  loan  securitization.   In  our  view,  the  capital 
provision  outlined  in  section  208  of  Title  II  accords  quite 
preferential  treatment  to  the  securitization  of  small  business 
loans.   If  that  treatment  were  to  be  extended  to  small  business 
loan  securitizations  without  imposing  limitations  it  would  raise 
safety  and  soundness  concerns.   However,  the  bill  incorporates 
some  limitations  which  help  somewhat  to  mitigate  these  safety  and 
soundness  concerns.   First,  the  preferential  capital  treatment 
would  be  restricted  to  those  institutions  that,  under  the 
agencies'  current  risk-based  capital  standards,  either  are  well 
capitalized  or  are  adequately  capitalized  and  have  the  approval 
of  their  primary  regulator.   Second,  the  aggregate  of  the  maximum 
contractual  recourse  obligations  on  all  such  loans  "sold"  may  not 
exceed  15  percent  of  a  bank's  total  risk-based  capital. 

While  we  do  not  believe  that  the  approach  specified  in 
Title  II  is  the  best  way  to  manage  this  activity,  we  did  not 
object  to  the  approach  or  believe  that  it  would  unduly  threaten 
safety  and  soundness  so  long  as  these  limitations  were  in  place 
and  the  preferential  capital  treatment  was  limited  to  small 
business  loans.   However,  we  are  concerned  that  establishing  a 
special  capital  treatment  for  small  business  loans  would  set  a 
troubling  precedent  for  other  types  of  loans  and  that  the 
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extension  of  the  liberal  treatment  beyond  small  business  loans 
could  raise  safety  and  soundness  concerns. 

As  I  mentioned  earlier,  the  banking  agencies  have 
issued  specific  proposals  to  revise  our  capital  standards  for 
securitizations  and  other  recourse  arrangements.   We  believe  that 
rather  than  specifying  detailed  capital  requirements  for  a  select 
group  of  assets  by  statute,  it  would  be  preferable  for  Congress 
to  revise  this  legislation  to  support  the  agencies'  efforts  to 
develop  appropriate  capital  standards  for  securitizing  all  types 
of  loans.   This  would  enable  the  agencies  to  address  small 
business  loan  securitization  in  a  manner  that  would  be  consistent 
with  the  maintenance  of  a  safe  and  sound  banking  system.   It 
would  also  avoid  the  rigidities  that  result  when  technical  and 
complex  regulatory  requirements  are  written  into  law.   The 
agencies  need  flexibility  in  order  to  be  able  to  adjust  the  rules 
to  account  for  changes  that  occur  in  the  marketplace. 

In  view  of  the  importance  of  credit  availability  to 
small-  and  medium-sized  businesses,  we  are  committed  to 
continuing  to  work  with  this  Committee,  the  other  banking 
agencies  and  the  Administration  in  developing  an  approach  that 
will  remove  any  unnecessary  impediments  to  securitization,  while 
at  the  same  time  protecting  the  safety  and  soundness  of  the 
banking  system  and  minimizing  regulatory  burden. 
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In  our  view,  the  capital  provisions  outlined  in  section  208  of 
Title  II  would  not,  by  themselves,  provide  adequate  protection  to 
banks  involved  in  securitization  of  small  business  loans.   For 
example,  in  order  to  encourage  the  securitization  of  small 
business  loans,  section  208  of  Title  II  would  give  designated 
institutions  permission  to  maintain  capital  against  risk  exposure 
arising  from  the  sale  of  small  business  loans  with  first  loss 
recourse  in  an  amount  that  is  less  than  is  required  under  the 
banking  agencies'  existing  or  proposed  capital  standards. 

Congress  now  has  before  it  several  other  bills  that 
would  extend  this  preferential  capital  treatment  to  a  wide 
variety  of  assets  that  are  even  more  difficult  to  securitize  than 
small  business  loans.   We  believe  that  such  an  expansion  would  be 
unwise.   Most  certainly,  lending  that  would  be  subject  to  liberal 
capital  terms  should  not  be  expanded  beyond  the  constraints  that 
have  been  specified.   That  being  the  case,  to  the  extent  other 
types  of  loans  are  made  eligible  for  such  treatment,  that  would 
require  a  reduction  in  the  lunount  of  small  business  loans  that 
could  be  sold  under  the  liberal  capital  terms.   Moreover,  to 
widen  the  list  of  eligible  loans  would  serve  to  complicate  an 
already  complex  capital  standard.   And,  such  an  extension  is 
almost  certain  to  be  perceived  as  a  major  departure  from  the 
established  internationally-accepted  capital  principles,  upon 
which  the  U.S.  banking  agencies  have  based  their  risk-based 
capital  rules. 
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Mr.  Markey.  Thank  you,  Governor,  very  much.  Maybe  you  were 
talking  about  him  because  he  was  the  Governor  of  the  banks  and 
maybe  that  was  the  Governor,  Governor  La  Ware  of  the  Federal  Re- 
serve— he  was  chairman  of  the  Sharmin  Bank  in  Boston. 

The  next  witness  is  J.  Carter  Beese,  Jr.,  who  has  served  as  Com- 
missioner of  the  SEC  since  March  of  1992  and  he  is  an  expert  in 
this  and  other  areas  and  it  is  always  a  pleasure  to  have  you  before 
the  subcommittee. 

STATEMENT  OF  J.  CARTER  BEESE,  JR. 

Mr.  Beese.  Chairman  Markey  and  members  of  the  subcommit- 
tee, I  appreciate  the  opportunity  to  testify  today  on  behalf  of  the 
Securities  and  Exchange  Commission  regarding  efforts  to  foster  the 
development  of  a  secondary  market  for  small  business  loans.  I  com- 
mend you,  Mr.  Chairman,  for  holding  these  hearings  to  focus  atten- 
tion on  these  important  capital  market  issues. 

The  Commission  wholeheartedly  supports  the  goal  of  increasing 
small  business'  access  to  capital,  consistent  with  investor  protec- 
tion. Small  businesses  are  recognized  as  a  driving  force  in  our  econ- 
omy. They  are  a  major  source  of  innovations,  and  are  a  job  creation 
engine  for  American  workers. 

The  Commission  fully  supports  efforts  to  stimulate  the  small 
business  lending  market  by  reducing,  removing  or  modifying  a 
broad  array  of  regulations  that  may  be  impeding  the  development 
of  securitization  and  a  more  established  secondary  market  for 
small  business  loans.  In  seeking  to  achieve  these  goals,  we  must 
be  mindful  of  the  need  to  maintain  essential  investor  protections 
and  sound  markets. 

To  that  end,  we  have  assisted  legislative  efforts  to  reduce  or  re- 
move impediments  to  the  securitization  of  a  variety  of  financial  as- 
sets, including  a  focus  on  small  business  loans.  Given  this  focus, 
the  Commission  participated  in  the  Interagency  Report  on  Small 
Business  Securitization,  which  is  anticipated  to  be  released  in  the 
next  few  weeks.  This  report  analyzes  the  potential  benefits  of,  and 
barriers  to,  developing  a  secondary  market  for  loans  to  small  busi- 
nesses. 

In  addition,  we  have  undertaken  our  own  initiatives  to  remove 
unnecessary  regulatory  impediments.  For  example,  in  late  1992, 
the  Commission  amended  its  Form  S-3  to  permit  a  wide  variety  of 
asset-backed  securities  to  be  registered  for  sale  on  a  delayed  basis 
pursuant  to  the  Commission's  shelf  registration  rule.  This  revision 
increased  flexibility,  removed  unnecessary  regulatory  obstacles  to 
the  raising  of  capital,  and  should  reduce  the  costs  of  securitizing 
various  financial  assets. 

The  Commission  also  adopted  a  broader  rule  exempting  struc- 
tured financings  from  the  Investment  Company  Act  of  1940.  In  one 
other  step,  taken  earlier  in  1992,  we  amended  regulations  under 
both  the  Securities  Act  and  the  Securities  Exchange  Act  to  remove 
unnecessary  barriers  to  the  registration  and  sale  of  securities. 
These  rulemaking  initiatives  are  facilitating  the  flow  of  capital  to 
small  business. 

For  example,  in  the  year  following  the  amendments,  use  of  Regu- 
lation A  nearly  quintupled,  from  $42  million  worth  of  securities  to 
$206  million  worth  of  securities.  Use  of  the  small  business  issuer 
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registration  form  nearly  quadrupled,  from  $882  million  to  more 
than  $3  billion. 

Two  alternative  approaches  to  stimulating  the  flow  of  capital  to 
small  businesses  through  the  development  of  a  secondary  market 
are  currently  before  the  subcommittee.  Title  II  of  H.R.  3474  is  di- 
rected toward  removing  regulatory  barriers,  which  may  be  imped- 
ing the  development  of  small  business  loan  securitization. 

H.R.  2600  is  a  broader  bill  that  is  aimed  at  the  "creation  of  a  sec- 
ondary market  for  business,  commercial,  and  community  develop- 
ment debt  and  equity  investments."  With  respect  to  the  two  alter- 
native approaches  to  small  business  securitization,  the  Commission 
believes  that  Title  II  of  H.R.  3474  presents  a  more  prudent  ap- 
proach. Title  II  of  H.R.  3474  builds  on  the  framework  for 
securitization  that  was  developed  in  the  Secondary  Mortgage  Mar- 
ket Enhancement  Act  of  1984,  SMMEA,  for  use  in  the  mortgage 
markets,  which  has  been  useful  in  increasing  the  flow  of  capital  to 
those  markets.  Modeled  in  part  on  SMMEA,  Title  II  of  H.R.  3474 
proposes  modest  changes  to  the  1934  Act  to  facilitate  the  develop- 
ment of  a  forward  trading  market  in  small  business-related  securi- 
ties. 

The  Commission  believes  that  this  bill  would  not  adversely  affect 
the  investor  protections  provided  by  the  Federal  securities  laws, 
but  could  increase  the  credit  available  to  small  business. 

Under  this  proposal,  we  note  that  issuers  of  small  business-relat- 
ed securities  would  continue  to  be  required  to  register  such  securi- 
ties under  the  1933  Act,  unless  an  exemption  from  such  registra- 
tion is  applicable.  Furthermore,  small  business-related  securities 
would  not  be  "exempted  securities"  under  the  1934  Act,  and  there- 
fore only  registered  broker  dealers,  who  are  subject  to  regulation 
and  supervision  by  the  Commission,  could  act  as  dealers  in  such 
securities. 

Finally,  the  antifraud  provisions  of  the  Federal  securities  laws 
would  continue  to  apply  to  all  transactions  in  small  business-relat- 
ed securities. 

Based  on  the  SEC's  experience  with  SMMEA,  our  authority  to 
act  to  address  abuses  that  may  arise,  and  the  continuing  applica- 
tion of  the  Federal  securities  laws  to  offerings  of  small  business- 
related  securities,  the  Commission  supports  the  proposed  amend- 
ments to  the  Federal  securities  laws  included  in  Title  II  of  H.R. 
3474. 

The  approach  set  forth  in  H.R.  2600  also  contains  several  provi- 
sions which  build  on  the  SMMEA  framework.  While  the  Commis- 
sion generally  endorses  the  extension  of  SMMEA-like  treatment  to 
small  business  lending,  H.R.  2600  represents  a  fundamental  depar- 
ture from  the  more  streamlined,  SMMEA-like  approach. 

The  Commission  is  concerned  that,  in  spite  of  its  salutary  intent, 
H.R.  2600  inadvertently  poses  several  collateral  problems.  The 
overbroad  provisions  of  H.R.  2600  overlap  with  the  Federal  securi- 
ties laws,  creating  an  unnecessary  new  and  overlapping  regulatory 
framework.  Imposing  an  additional  regulatory  structure  for  the  cer- 
tification and  operation  of  secondary  market  facilitating  organiza- 
tions, SMFO's,  would  materially  alter  the  current  competitive  mar- 
ketplace for  securitization. 
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H.R.  2600,  moreover,  builds  this  new  regulatory  scheme  around 
credit  allocation  concerns  rather  than  the  time-honored  SEC  prin- 
ciple of  full  disclosure.  The  bill  also  does  not  consider  key  investor 
protection  concerns  arising  from  the  "new"  secondary  market  it 
seeks  to  create. 

Finally,  H.R.  2600  would  exacerbate  existing  gaps  in  the  regula- 
tion of  bank  securities  activities  by  permitting  piecemeal  expansion 
of  bank  securities  activities,  without  comprehensively  addressing 
the  pressing  regulatory  issues  raised  by  such  expansion. 

In  sum,  the  Commission  believes  that  the  securitization  of  small 
business  loans  could  be  addressed  by  more  focused  initiatives,  such 
as  those  contained  in  Title  II  of  H.R.  3474. 

Thank  you  for  the  opportunity  to  present  the  Commission's  views 
today.  I  would  be  pleased  to  respond  to  any  questions  that  you  may 
have. 

[Testimony  resumes  on  p.  50.] 

[The  prepared  statement  of  Mr.  Beese  follows:] 
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U.S.  SECURITIES  AND  EXCHANGE  COMMISSION 

CONCERNING 

THE  DEVELOPMENT  OF  A  SECONDARY  MARKET 

FOR  COMMERCIAL  LOANS 

BEFORE  THE  SUBCOMMITTEE  ON  TELECOMMUNICATIONS  AND  FINANCE 

OF  THE  COMMITTEE  ON  ENERGY  AND  COMMERCE 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

JUNE  14,  1994 

Chainnan  Markey  and  Members  of  the  Subcommittee:   I  appreciate  the  opportunity 
to  testify  today  on  behalf  of  the  Securities  and  Exchange  Commission  ("Commisidon") 
regarding  efforts  to  foster  the  development  of  a  secondary  market  for  small  business  loans. 

Small  businesses  are  recognized  as  a  major  source  of  new  jobs  for  the  American 
worker  and  a  driving  force  in  our  economy.  \l  The  Commission  has  consistently  endorsed 
the  goal  of  increasing  small  business'  access  to  capital,  consistent  with  investor  protection. 

Towards  this  end,  we  have  assisted  legislative  efforts  and  have  undertaken  our  own 
initiatives  to  reduce  or  remove  impediments  to  the  securitization  of  a  variety  of  assets, 
including  small  business  loans.   In  late  1992,  for  example,  the  Commission  amended  its 
Form  S-3  to  permit  a  wide  variety  of  asset-backed  securities  to  be  registered  for  sale  on  a 
delayed  basis  pursuant  to  the  Commission's  shelf  registration  rule.  2/  The  Commission  also 
broadened  the  exemption  for  structured  financings  from  regulation  under  the  Investment 
Company  Act  of  1940  (the  "Investment  Company  Act").  3/   Both  of  these  changes 
facilitated  this  burgeoning  market  by  removing  unnecessary  regulatory  impediments.   Earlier 


1/       S^  U.S.  Small  Business  Administration,  The  State  of  Small  Business  222 
(1993). 

2/        S^  Securities  Act  Release  No.  6964  (Oct.  22,  1992),  57  Fed.  Reg.  48,970  (Oct.  29, 
1992). 

2/        S^  Investment  Company  Act  Release  No.  19105  (Nov.  19,  1992),  57  Fed.  Reg. 
56,248  (Nov.  27,  1992). 


32 


Securities  Exchange  Act  were  amended  to  remove  unnecessary  barriers  to  the  registration 
and  sale  of  securities.  4/ 

The  Commission  fully  supports  efforts  to  stimulate  the  small  business  lending  market 
by  reducing,  removing  or  modifying  a  broad  array  of  regulations  that  might  be  impeding  the 
development  of  securitization  and  an  established  secondary  market  for  small  business  loans, 
while  maintaining  investor  protections  and  sound  markets.   In  view  of  the  importance  of 
small  business  to  the  U.S.  economy,  the  Commission  commends  Congress'  efforts  to 
fificilitate  increased  private  funding  in  this  area. 

Two  alternative  approaches  to  stimulating  the  flow  of  capital  to  small  businesses 
through  the  development  of  a  secondary  market  are  currently  before  the  Subcommittee. 
Title  n  of  H.R.  3474  5/  is  directed  toward  removing  regulatory  barriers  which  may  be 
impeding  the  development  of  small  business  loan  securitization.   H.R.  2600  is  a  broader  bill 
that  is  aimed  at  the  'creation  of  a  secondary  market  for  business,  commercial,  and 
community  development  debt  and  equity  investments." 

With  respect  to  the  two  alternative  approaches  to  small  business  securitization,  it  is 
the  view  of  the  Commission  that  the  approach  set  forth  in  Title  11  of  H.R.  3474  presents  a 
more  prudent  approach.  6/ 


4/        S^  Securities  Act  Release  No.  6949  (July  30,  1992),  57  Fed.  Reg.  35,442  (Aug.  13, 
1992).   These  initiatives  have  had  a  great  deal  of  success.    For  example,  in  the  year 
following  the  amendments,  use  of  Regulation  A  nearly  quintupled  ($42  million  worth 
of  securities  to  $206  million  worth  of  securities)  and  use  of  the  small  business  issuer 
registration  form  nearly  quadrupled  ($882  million  to  more  than  $3  billion). 

5/        H.R.  3474,  the  "Community,  Development,  Banking  and  Financial  Institutions  Act  of 
1994,"  passed  the  Senate  on  March  17,  1994.   TiUe  U  of  the  bill,  the  "SmaU 
Business  Loan  Securitization  and  Secondary  Market  Enhancement  Act  of  1994," 
includes  provisions  formerly  contained  in  S.  384,  sponsored  by  Senator  D*Amato. 

6/        The  Commission  testified  last  year  in  support  of  the  securities  law  amendments 

contained  in  the  D'Amato  bill.    S^  Testimony  of  Commissioner  J.  Carter  Reese,  Jr., 
concerning  S.  384,  before  the  Senate  Committee  on  Banking,  Housing  and  Urban 
Affairs  (September  9,  1993). 
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Title  n  of  H.R.  3474  builds  on  the  framework  for  securitization  that  was  developed 
in  the  Secondary  Mortgage  Market  Enhancement  Act  of  1984  ("SMMEA")  2/  for  use  in  the 
mortgage  markets,  which  has  been  useful  in  increasing  the  flow  of  capital  to  those  markets. 
The  Commission  is  hopeful  that  Title  n  of  H.R.  3474  will  likewise  serve  to  increase  the 
credit  available  to  small  business. 

The  approach  set  forth  in  H.R.  2600  also  contains  several  provisions  which  build  on 
the  SMMEA  framework.   While  the  Commission  generally  endorses  the  extension  of 
SMMEA-like  treatment  to  small  business  lending,  H.R.  2600  represents  a  fundamental 
dq>aiture  from  the  more  streamlined,  SMMEA-like  approach.   Through  imposition  of  an 
additional  regulatory  structure  for  the  certification  and  operation  of  secondary  market 
facilitating  organizations  ("SMFOs"),  H.R.  2600  would  alter  the  current  competitive 
marketplace  for  securitization. 

Specific  concerns  include,  first,  that  H.R.  2600  would  create  an  unnecessary  and 
overlapping  regulatory  scheme.   Second,  the  bill's  credit  allocation  goals  conflict  with  the 
purposes  of  the  federal  securities  laws.   Third,  because  H.R.  2600  does  not  contain  investor 
protection  provisions,  it  fails  to  take  into  account  the  most  important  goal  of  the  federal 
securities  laws.   Fourth,  the  bill  would  preempt  state  blue  sky  and  legal  investment  laws 
without  opportunity  for  states  to  override  the  preemption.   And  finally,  H.R.  2600  would 
continue  the  piecemeal  expansion  of  securities  activities  permissible  for  banks,  without 
addressing  the  pressing  regulatory  issues  raised  by  such  expansion. 
Summarv  of  Title  n  of  H.R.  3474 

The  provisions  of  Title  11  of  H.R.  3474  that  would  amend  the  federal  securities  laws 
are  modeled  after  SMMEA.   As  discussed  below.  Title  II  of  H.R.  3474  proposes  modest 


11         15  U.S.C.  77r-l. 
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changes  to  the  Securities  Exchange  Act  of  1934  ("1934  Act")  S/  to  facilitate  the  development 
of  a  forward  trading  market  in  "small  business  related  securities." 

Section  202  of  Title  II  of  H.R.  3474  would  add  a  definition  of  the  term  "small 
business  related  security"  to  Section  3(a)  of  the  1934  Act.   This  definition  of  "small  business 
related  security"  would  be  similar  to  the  definition  of  "mortgage  related  security"  contained 
in  Section  3(a)(41)  of  the  1934  Act,  which  was  added  by  SMMEA.    A  small  business 
related  security  would  be  defined  as  a  security  that  is  rated  in  one  of  the  four  highest  rating 
categories  by  at  least  one  nationally  recognized  statistical  rating  organization  ("NRSRO"), 
and  that  represents  an  interest  in,  or  is  secured  by  an  interest  in,  one  or  more  promissory 
notes  or  leases  of  personal  property  evidencing  the  obligation  of  a  small  business,  which 
have  been  originated  by  certain  types  of  lenders  or  a  leasing  company.  §/  A  "small 
business"  is  defined  as  a  business  meeting  the  criteria  for  a  "small  business  concern"  under 
Section  3(a)  of  the  Small  Business  Act. 

The  version  of  the  bill  on  which  the  Commission  testified  previously  has  been 
expanded  to  include  leases  on  personal  property  and  to  permit  leasing  companies  to  be 
originators.    Further,  finance  companies  would  be  permitted  as  originators,  even  though  they 
are  not  regulated  by  a  federal  or  state  authority.   These  provisions  could  significantly  expand 
both  the  collateral  and  the  originators  thereof. 

The  definition  of  'small  business  related  security"  would  require  that  such  a  security 
be  "investment  grade,"  although  the  bill  does  not  use  that  term,  and  would  be  analogous  to 
Section  3(a)(41)  of  the  1934  Act.  IQ/  In  light  of  the  favorable  treatment  to  small  business 


g/         15  U.S.C.  §  78a  el  s^. 


2/        These  approved  originators  are  insured  depository  institutions,  credit  unions, 

insurance  companies,  and  other  similar  institutions  supervised  and  examined  by  a 
federal  or  state  authority,  as  well  as  finance  companies  and  leasing  companies. 

IQ/       Section  3(a)(41),  added  by  SMMEA,  requires  that  a  mortgage  related  security  be 
rated  in  one  of  the  two  highest  rating  categories  by  an  NRSRO;  Section  202  of  the 

(continued...) 
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related  securities  that  would  be  granted  by  various  provisions  of  Title  n  of  H.R.  3474,  as 
well  as  the  expanded  definition  of  that  term,  it  is  appropriate  to  require  that  such  securities 
meet  minimum  standards  of  credit  quality.  11/ 

Sections  203,  204,  and  205  of  TiUe  II  of  H.R.  3474  contain  provisions  designed  to 
fecilitate  the  forward  trading  market  for  small  business  related  securities.   These  sections  of 
the  bill  would  amend,  respectively,  Sections  7(g),  8(a),  and  11(d)(1)  of  the  1934  Act,  all  of 
which  restrict  the  extension  or  maintenance  of  credit  for  the  purpose  of  purchasing  or 
carrying  securities.   Under  these  provisions,  as  amended  by  SMMEA,  a  bona  fide  agreement 
for  delayed  delivery  of  a  mortgage  related  security  against  full  payment  of  the  purchase 
price  thereof  upon  such  delivery,  within  180  days  after  the  purchase,  does  not  constitute  an 
extension  or  maintenance  of  credit  for  the  purpose  of  the  prohibitions  contained  in  those 
sections.   The  Board  of  Governors  of  the  Federal  Reserve  System  ("FRB"),  in  the  case  of 
Sections  7(g)  and  8(a),  and  the  Commission,  in  the  case  of  Section  11(d)(1),  are  given  the 
authority  to  limit  the  effect  of  these  provisions  by  enacting  a  rule  providing  for  a  period 
shorter  than  180  days,  although  no  such  rules  have  been  enacted  to  date. 

TiUe  n  of  H.R.  3474  would  amend  Sections  7(g),  8(a),  and  11(d)(1)  to  afford  small 
business  related  securities  the  same  treatment  as  mortgage  related  securities.   These  sections 
of  the  bill  are  designed  to  make  it  easier  for  issuers  of  small  business  related  securities  to 
obtain  commitments  to  purchase  such  securities  before  all  of  the  underlying  loans  are 
originated.   The  Commission  supports  these  provisions  of  TiUe  n  of  H.R.  3474,  especially 


lfl/(...contiinued) 

bill,  as  noted  above,  would  require  a  rating  in  one  of  the  four  highest  rating 
categories. 

11/       We  note,  however,  that  the  term  NRSRO  has  never  been  defined  and  that  NRSROs, 
in  their  capacity  as  rating  agencies,  are  not  subject  to  direct  regulation  by  the 
Commission  or  other  forms  of  federal  regulation. 
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because,  as  under  SMMEA,  the  FRB  and  the  Commission  would  be  given  the  authority  to 
limit  their  effect. 

Section  207  of  Title  n  of  H.R.  3474  would  amend  Section  106  of  SMMEA,  which 
preempts  certain  state  legal  investment  and  blue  sky  laws  with  respect  to  mortgage  related 
securities.   Section  207  would  extend  the  SMMEA  preemption  to  small  business  related 
securities.   The  bill  would  provide  that  persons  and  entities  would  be  permitted  to  invest  in 
small  business  related  securities  to  the  same  extent  that  such  persons  or  entities  would  be 
permitted,  imder  state  law  (such  as  banking  or  insurance  law),  to  invest  in  U.S.  government 
or  agency  securities.   Finally,  the  bill  would  make  small  business  related  securities  exempt 
from  any  state  securities  registration  or  qualification  requirements  to  the  same  extent  as  U.S. 
government  or  agency  securities.   Title  U  of  H.R.  3474  would  provide  that  any  state  could 
override  any  of  these  preemptions  of  its  laws  by  enacting  a  statute  for  such  purpose  within  7 
years  after  the  enactment  of  Tide  II  of  H.R.  3474.  12/ 

The  Commission  has  no  objection  to  the  preemption  and  override  provisions 
contained  in  Section  207  of  Title  n  of  H.R.  3474.   We  would  urge  the  Subcommittee, 
however,  to  hear  the  views  of  the  North  American  Securities  Administrators  Association  and 
its  members,  as  well  as  state  banking  and  insurance  regulators,  on  the  subject  Of  the 
preemptions  of  state  legal  investment  and  blue  sky  laws  proposed  by  Title  U  of  H.R.  3474 
and  H.R.  2600  (discussed  below). 

In  addition  to  provisions  amending  the  federal  securities  laws.  Title  n  of  H.R.  3474 
contains  provisions  amending  the  federal  banking,  tax,  and  labor  laws.   For  example, 
Section  206  of  Tide  n  of  H.R.  3474  would  amend  the  National  Bank  Act,  the  Home 
Owner's  Loan  Act,  and  the  Federal  Credit  Union  Act  to  provide  that  national  banks,  federal 


12/       In  addition.  Title  III  of  H.R.  3474  would  expand  SMMEA  to  include  commercial  as 
well  as  residential  real  estate.   Title  ni  would  grant  states  a  7-year  "opt  out"  period 
within  which  they  could  override  the  preemption  of  legal  investment  restrictions  (but 
not,  apparenUy,  blue  sky  laws)  with  respect  to  securities  backed  by  commercial  real 
estate. 
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savings  associations,  and  federal  credit  unions  may  invest  in  small  business  related 
securities,  subject  to  whatever  regulations  are  promulgated  for  this  purjKJse  by  the 
appropriate  regulatory  agencies  for  such  depository  institutions. 

Similarly,  section  209  of  Title  II  of  H.R.  3474  provides  the  Secretary  of  Labor,  in 
consultation  with  the  Secretar>'  of  the  Treasury,  with  the  discretionary  authority  to  grant 
applications  for  exemption  pursuant  to  Section  408(a)  of  the  Employee  Retirement  Income 
Security  Act  of  1974,  as  well  as  Section  4975(c)(2)  of  the  Internal  Revenue  Code,  in  order 
to  allow  employee  benefit  plans  to  invest  in  small  business  related  securities.   Such 
applications  for  exemptions  shall  be  considered  by  the  Secretary  of  Labor  within  a 
reasonable  time. 

Section  206  of  the  bill,  as  well  as  the  exemptive  process  set  forth  in  section  209, 
would  remove  or  limit  certain  legal  limitations  on  permissible  investments  by  federal 
depository  institutions  and  employee  benefit  plans  as  such  limitations  apply  to  small  business 
related  securities. 

Section  208  of  Title  n  of  H.R.  3474  would  ease  the  capital  and  reserve  requirements 
applicable  to  qualified  insured  depository  institutions  with  respect  to  small  business  loans  and 
leases  of  personal  property.   A  "qualified"  insured  depository  institution  is  deftned  as  an 
institution  that  is  well  capitalized  or,  with  the  approval  of  the  appropriate  Federal  banking 
agency,  adequately  capitalized.   If  the  transfer  of  a  small  business  loan  or  lease  with 
recourse  would  be  treated  as  a  sale  under  generally  accepted  accounting  principles,  a 
qualified  insured  depository  institution  may  also  account  for  the  transfer  as  a  sale  for  capital 
purposes.   The  institution  would  be  required  to  establish  and  maintain  a  reserve  equal  to  an 
amount  sufficient  to  meet  the  institution's  reasonable  estimated  liability  under  the  recourse 
arrangement,  and  include,  for  purposes  of  applicable  capital  standards  and  other  capital 
measures,  only  the  amount  of  retained  recourse  in  the  risk  weighted  assets  of  the  institution. 
Section  208  also  would  provide  that  the  total  outstanding  amount  of  recourse  retained  by  a 
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qualified  insured  depository  institution  with  respect  to  such  transfers  shall  not  exceed  15 
percent  of  the  risk  based  capital  of  the  institution. 

Finally,  Section  210  of  Title  II  of  H.R.  3474  indicates  the  sense  of  the  Senate  that 
"small  business  loan  investment  conduits*  and  investors  therein  should  be  taxed  in  a  maimer 
similar  to  the  maimer  in  which  REMICs  [Real  Estate  Mortgage  Investment  Conduits]  and 
investors  therein  are  currently  taxed.   Section  210(b)  of  Title  II  of  H.R.  3474  would  define 
"small  business  loan  investment  conduit"  as  any  entity  whose  assets  substantially  consist  of 
an  interest  in  one  or  more  promissory  notes  or  leases  of  personal  property  evidencing 
obligations  of  a  small  business,  where  such  obligations  have  been  originated  by  specified 
lenders  and  leasing  companies.   The  assets  permitted  to  be  held  by  a  'small  business  loan 
investment  conduit'  are  the  same  assets  as  set  forth  in  the  definition  of  'small  business 
related  security.'   This  section  does  not  require  rulemaking. 

Sections  206,  208,  and  209  of  Title  n  of  H.R.  3474  raise  important  issues  regarding 
the  soundness  of  financial  institutions,  while  Section  210  raises  issues  regarding  the 
appropriate  tax  status  of  small  business  related  securities  issuers.   While  the  Commission  has 
no  objection  to  these  portions  of  Title  11  of  H.R.  3474,  we  note  that  these  matters  involve 
policy  questions  beyond  the  scope  of  the  Commission's  jurisdiction  and,  accordingly,   we 
defer  to  the  views  of  the  regulatory  authorities  primarily  responsible  for  their  administration. 
Effects  of  TiUe  n  of  H.R.  3474 

Title  II  of  H.R.  3474  would  remove  a  number  of  legal  and  regulatory  barriers  that 
could  limit  the  expansion  of  the  market  for  the  securitization  of  small  business  loans,  both 
on  the  supply  and  demand  side.   As  such,  it  certainly  should  ease  the  process  of 
securiti2ation.   A  separate  issue  is  the  degree  to  which  a  secondary  market  for  small 
business  loans  wUi  develop.  That  issue  will  be  determined  by  the  marketplace  and  the 
unpredictable  factors  that  drive  that  marketplace.    Among  these  factors  will  be  the  market's 
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ability  to  overcome  hurdles  regarding  standardization  of  lending  documents  and  underwriting 
criteria  employed  in  connection  with  loan  originations.  12/ 

Facilitating  securitization  of  small  business  loans  may  also  provide  additional  cj^ital 
to  institutions  interested  in  expanding  their  small  business  lending  activities.   This,  in  turn, 
could  lower  costs  to  borrowers.   To  the  extent  additional  capital  becomes  available  to  small 
businesses  as  a  result  of  securitization  and  the  development  of  a  secondary  market,  the 
Commission  is  hopeful  that  there  will  be  a  beneficial  effect  on  costs  of  capital  to  small 
businesses. 
H.R.  2600 

H.R.  2600  (the  "Business,  Commercial,  and  Community  Development  Secondary 
Market  Development  Act")  14/  takes  a  different  approach  to  the  issue  of  small  business 
lending  and  securitization.   Although  it  is  considered  an  alternative  to  the  small  business 


12/      Finance  companies  have  already  demonstrated  the  applicability  of  securitization  to 

small  business  loans.   To  date,  three  public  offerings  of  securities  backed  by  pools  of 
small  business  loans  have  been  made  by  finance  companies. 

In  March  and  November  of  1993,  Fremont  Financial  Corporation  ("Fremont") 
completed,  respectively,  a  $200  million  and  $100  million  public  offering  of  asset- 
backed  certificates  which  were  supported  by  a  pool  of  small  business  loans  originated 
by  Fremont.   The  pool  of  small  business  loans  comprised  a  substantial  majority  of 
Fremont's  portfolio  of  small  business  loans.    These  loans  are  primarily  revolving  and 
short-term  (2  years)  in  nature  and  are  secured  by  business  assets  including  accounts 
receivable,  inventory,  machinery,  equipment  and,  to  a  lesser  extent,  real  estate.  At 
the  end  of  1993  Fremont  filed  a  new  shelf  registration  statement  for  the  purpose  of 
preserving  its  capacity  to  make  additional  offerings  of  securities  backed  by  small 
business  loans.   This  registration  statement  is  still  pending  with  the  Commission, 
presently  with  only  a  nominal  amount  registered  thereon  for  future  offer  and  sale. 

In  April  of  1993,  The  Money  Store  completed  a  public  offering  of  more  than  $75 
million  of  asset-backed  certificates.   These  certificates  were  backed  by  payments  on 
the  unguaranteed  portion  of  a  pool  of  partially  guaranteed  SBA  loans.   The  loans 
were  originated  by  lenders  that  were  affiliated  with  The  Money  Store. 
Approximately  94%  of  the  loans  were  secured  by  first  liens  on  owner-occupied  real 
estate,  but  additional  collateral,  including  personal  assets,  machinery  and  equipment 
was  also  required  in  some  cases. 

14/      H.R.  2600  was  introduced  by  Congressmen  Kanjorski,  Roukema,  Neal,  Orton,  Klein, 
Moran,  and  Kaptur  on  July  1,  1993. 
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loan  securitization  bill  contained  in  Title  11  of  H.R.  3474,  H.R.  2600  extends  far  beyond  the 
securitization  of  small  business  loans  and  would  promote  securitization  of  business  and 
commercial  loans  of  all  sizes. 

Briefly,  H.R.  2600's  stated  intention  is  to  promote  bank  lending  and  credit 
availability  by  facilitating  the  development  of  a  new  secondary  market  for  securitized 
business,  commercial,  and  community  development  debt  and  equity  investments.   As 
introduced,  H.R.  2600  would  have  authorized  the  Department  of  the  Treasury  ("Treasury") 
to  certify  any  person  or  "governmental  unit"  as  a  "secondary  market  facilitating 
organization"  with  authority  to  engage  in  "secondary  market  operations*  with  respect  to 
securitized  "business,  commercial,  and  community  development  related"  assets.     SNIFOs 
would  have  been  subject  to  a  regulatory  scheme  administered  by  Treasury  that  would  include 
capital,  investment  and  other  standards.   In  addition,  Treasury  would  have  been  directed  to 
establish  portfolio  and  other  standards  for  SMFOs  to  foster  "essential  economic  objectives  in 
the  public  interest,  such  as  employment  enhancement,  community  development,  investments 
in  low-and  moderate  income  areas,  investment  diversity,  and  equal  opportunity."   Finally, 
H.R.  2600  also  would  have  granted  Treasury  broad  authority  to  waive  the  application  of  any 
law  if  Treasury  determined  that  such  a  waiver  was  appropriate  in  order  to  meet  the 
"essential  economic  objectives"   of  the  bill. 

On  November  2,  1993,  the  Commission  submitted  a  written  statement  to  the  House 
Banking  Subcommittee  on  Economic  Growth  and  Credit  Formation,  commenting  on  H.R. 
2600.   In  that  statement,  the  Commission  expressed  general  support  for  the  goals  reflected 
in  the  bill,  but  raised  a  number  of  concerns.    Among  other  things,  the  Commission  noted 
that:   Q)  H.R.  2600  would  extend  to  asset-backed  and  other  debt  and  equity  securities 
instruments  that  already  trade  in  a  competitive  secondary  market,  potentially  creating  a 
conflicting  regulatory  scheme,  and  (ii)  the  bill's  broad  waiver  provision  would  permit 
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Treasury  to  override  critical  provisions  of  the  federal  securities  laws,  including  those  aimed 
at  the  protection  of  investors  and  maintenance  of  fair  and  orderly  securities  markets,   i^/ 

The  House  Banking  Committee  modified  some  of  H.R.  2600's  provisions  when  it 
iqx)rted  out  an  amended  version  of  the  bill  on  March  9,  1994.   Most  significantly,  the 
amended  bill  eliminated  the  wholesale  waiver  provisions  included  in  the  original  bill.  In 
addition,  H.R.  2600  now  incorporates  provisions  similar  to  the  SMMEA-like  securitization 
provisions  contained  in  Title  II  of  H.R.  3474,  such  as  the  relaxation  of  credit  restrictions 
under  the  federal  securities  laws  and  the  preemption  of  state  blue  sky  and  legal  investment 
laws.  16/  Finally,  H.R.  2600  now  proposes  to  expand  SMMEA  to  include  mortgages  on 
commercial  real  estate. 

In  sum,  H.R.  2600  as  reported  would  create  a  new  regulatory  structure,  under  which 
Treasury  could  certify  "any  person  or  government  unit"  as  a  SMFO,  subject  to  credit 
allocation  and  other  requirements.    SMFOs  would  be  authorized  to  seU  and  underwrite  a 
broad  range  of  "business,  commercial,  and  community  development  related  securities" 
pursuant  to  a  regulatory  scheme  to  be  administered  by  the  Treasury.    Compliance  with  the 
various  Treasury  requirements  would  entitle  SMFOs,  and  the  securities  they  issue,  to  the 
benefits  of  SMMEA-like  treatment. 

Notwithstanding  the  amendments  made  by  the  House  Banking  Committee,  H.R.  2600 
continues  to  raise  issues  that  are  of  concern  to  the  Commission.   In  particular,  the 


15/      The  Commission  also  commented  on  some  other  aspects  of  the  bill,  such  as  the 

potential  it  created  for  conflicts  of  interest  to  arise.   S^  Statement  of  the  Securities 
and  Exchange  Commission  Concerning  H.R.  2600,  the  "Business,  Commercial,  and 
Community  Development  Secondary  Market  Development  Act,"  submitted  to  the 
Subcommittee  on  Economic  Growth  and  Credit  Formation  of  the  House  Committee 
on  Banking,  Finance,  and  Urban  Affairs  (Nov.  2,  1993). 

16/      H.R.  2600,  like  H.R.  3474,  would  relax  the  margin,  credit,  and  collateral 

requirements  applicable  to  the  securities  they  cover;  amend  the  federal  statutes 
governing  investments  by  depository  institutions  in  such  securities;  amend  the  bank 
capital  requirements  applicable  to  transfers  of  the  assets  underlying  such  securities; 
and  extend  SMMEA  to  securities  backed  by  commercial  real  estate.    Compare  H.R. 
3474,  sections  203-08,  347  with  H.R.  2600,  sections  6-11. 
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Commission  is  troubled  by  the  potential  created  for  regulatory  overlap;  the  bill's  focus  on 
credit  allocation;  the  absence  of  attention  to  investor  protection;  the  omission  of  a  state  'opt 
out'  from  the  bill's  preemption  provisions;  and  the  Glass-Steagall  implications  of  H.R. 
2600.  These  concerns  are  discussed  more  fully  below. 

•         H.R.  2600  would  create  an  unnecessary  and  overlapping  regulatory  scheme.   H.R. 
2600  would  create  a  new  securities  regulatory  scheme,  administered  by  Treasury,  that  could 
potentially  cover  virtually  all  of  the  securities  already  regulated  under  the  existing  securities 
regulatory  scheme.   Specifically,  H.R.  2600's  definition  of  'business,  commercial,  and 
community  development  related  security,'   is  overbroad,  and  would  overlap  with  securities 
regulated  under  the  federal  securities  laws  generally.   The  definition  includes:  '...an 
interest  in,  ...  or  evidencing  indebtedness  of,  a  business  ...'  (as  further  defined  in 
regulations  to  be  prescribed  by  Treasury). 

In  addition,  the  bill  would  establish  a  new  regulatory  framework  under  Treasury  for 
dealer-lilffi  entities  (denominated  as  SMFOs)  with  powers  to  engage  in  'secondary  market 
operations"  involving  business,  commercial,  and  community  development  related  securities. 
SMFOs  would  engage  in  such  activities  as  pooling  and  securitizing  eligible  loans  and  assets, 
and  underwriting  and  dealing  in  the  resulting  securities.    SMFOs  would  be  subject  to  a 
regulatory  scheme  administered  by  Treasury  that  would  include  capital  requirements,  conflict 
of  interest  standards,  reporting,  and  enforcement  provisions. 

The  Commission  does  not  believe  that  it  is  necessary  to  create  a  separate  regulatory 
structure  in  order  to  encourage  secondary  market  activity  in  asset-backed  securities. 
Brokers,  dealers,  and  other  market  participants  already  take  part  in  secondary  markets  for 
securitized  instruments.    In  addition  to  a  very  large  secondary  market  for  securitized 
residential  real  estate  mortgages,  there  are  thriving  secondary  markets  for  securitized  credit 
card  receivables,  automobile  loans,  aircraft  leases,  and  other  non-mortgage  assets.    While  an 
active  secondary  market  for  securitized  small  business  loans  has  not  yet  developed,  there 
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have  been  some  promising  developments,  17/  which  would  lilcely  be  enhanced  by  the  more 
limited  SMMEA-like  provisions  contained  in  Title  n  of  H.R.  3474. 

The  Commission  is  also  concerned  that  the  radical  approach  contemplated  by  H.R. 
2600  would  not  be  limited  to  hard-to-securitize  small  business  loans.   Indeed,  Chairman 
Kanjorski  has  expressly  stated  that  the  bill  is  intended  to  cover  the  securitization  of  dd)t  and 
equity  of  businesses  of  all  sizes.  !§/ 

Finally,  as  the  federal  agency  charged  with  maintaining  fair  and  orderly  securities 
markets,  the  Commission  has  serious  reservations  regarding  the  operation  of  a  competing 
regulatory  scheme.   The  bill  does  not  address  how  the  "new"  secondary  market  would  relate 
to,  or  affect,  the  existing  U.S.  securities  market.  While  the  details  of  H.R.  2600's  new 
regulatory  scheme  have  yet  to  be  fully  developed,  the  operation  of  two  regulatory  schemes 
for  similar  securities  products  and  activities  can  only  lead  to  unnecessary  confusion  for 
issuers,  investors,  and  market  participants  alike.   12/  Similarly,  the  creation  of  a  separate 
regulatory  scheme  for  SMFOs  and  the  securities  they  issue  may  well  produce  regulatory 
conflicts  and  hinder  the  Commission's  ability  to  oversee  the  securities  markets  as  a  whole. 
The  bill's  limited  savings  clause  (which  would  appear  to  preserve  only  the  Commission's 


17/      Sk  discussion  supra  at  note  13. 


IS/      Sse,  SL£^>  opening  statement  of  Chairman  Kanjorski  (September  23,  1993)  ("H.R. 
2600  is  unique  in  its  scope.   While  other  secondary  market  bills  are  limited  to  small 
business  loans,  this  legislation  applies  to  businesses  of  all  sizes"). 

12/       One  provision  that  illustrates  the  potential  for  confusion  is  section  17,  relating  to  the 
"Consistent  Use  of  Financial  Terminology."    H.R.  2600  directs  the  Federal  Financial 
Institutions  Examination  Council  to  issue  regulations  requiring  consistency  in  the 
financial  terminology  used  by  financial  institutions  and  SMFOs  in  "business, 
commercial,  and  community  development  related  securities."   Standardized  fmancial 
terminology  used  in  connection  with  securitized  instruments,  however,  has  already 
developed  through  interpretations  of  the  federal  securities  laws  and  market  practice. 
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existing  authority  over  broker-dealers  and  other  regulated  entities)  does  not  address  these 
critical  issues.    2Q/ 

•         H.R.  2600's  credit  allocation  goals  conflict  with  the  purposes  of  the  federal  securities 
laws.   The  federal  securities  regulatory  framework  is  founded  on  the  principle  that  any 
entity  should  be  able  to  offer  its  securities  in  the  market,  upon  full  disclosure  of  all  material 
information  to  potential  investors.   The  federal  securities  laws  and  regulations  thus  require 
market  participants  to  make  full  and  fair  disclosure;  but  at  the  same  time  the  regulatory 
framework  seeks  to  "maintainD  the  neutrality  of  the  capital  allocation  process  in  securities 
markets."   21/ 

By  contrast,  credit  allocation  goals  would  be  the  centerpiece  of  the  new  regulatory 
framework  established  under  H.R.  2600  for  the  marketing  of  "business,  commercial,  and 
community  development  related  securities."   Such  securities  would  not  enjoy  the  benefits  of 
the  provisions  of  H.R.  2600  unless  they,  and  the  SMFO  that  issued  them,  met  the  specified 
economic  and  public  interest  goals  described  in  the  bill.   The  applicable  goals  would  place 
emphasis  on,  among  other  things,  business  and  commercial  enterprises  in  low-and  moderate- 
income  areas,  business  and  commercial  enterprises  owned  by  women  and  minorities,  and 
community  development  initiatives. 

While  these  goals  are  undoubtedly  worthy,  they  m.ay  conflict  with  the  disclosure- 
oriented  and  capital-neutral  principles  of  the  federal  securities  laws.    The  Commission 
believes  that  maintaining  open  access  to  the  securities  markets  by  issuers,  subject  to  laws 


2Q/      The  savings  clause  by  its  terms  is  limited.   For  example,  gaps  in  the  coverage  of  the 
savings  clause  mean  that  H.R.  2600  could  potentially  be  construed  as  limiting  the 
applicability  of  the  federal  securities  law  disclosure  requirements  to  "business, 
commercial,  and  community  development  related  securities"  that  are  subject  to 
Treasury's  oversight.    In  addition,  Uie  savings  clause  does  not  expressly  preserve  the 
Commission's  authority  under  the  Investment  Company  Act  to  regulate  pooled 
investment  vehicles  that  meet  that  Act's  definition  of  investment  company. 

21/       H.  Rep.  No.  994,  98th  Cong.,  2d  Sess.  10,  reprinted  in  1984  U.S.  Code  Cong.  & 
Ad.  News  2809,  2831  (legislative  history  of  the  Secondary  Mortgage  Market 
Enhancement  Act  of  1984,  discussed  below). 
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requiring  full  and  fair  disclosure  of  all  material  infonnation,  will  in  the  long  run  prove 
better  for  issuers,  investors,  and  the  economy  as  a  whole  than  would  a  scheme  built  around 
die  principle  of  credit  allocation. 

•         H.R.  2600  fails  to  address  investor  protection  concerns.   The  bill  makes  no  mention 
of  investor  protection,  a  key  concern  of  the  federal  securities  regulatory  scheme.   Among 
the  provisions  of  H.R.  2600  establishing  a  "new"  secondary  market,  there  is  no  reference  to 
investor  safeguards.   Moreover,  it  is  unclear  how  the  federal  securities  laws  and,  in 
particular,  those  provisions  relating  to  investor  protection,  would  operate  in  tandem  with  the 
proposed  new  regulatory  scheme.   Yet  the  need  for  investor  protection  would  seem  to  be 
especially  pressing  in  the  context  of  the  relatively  undeveloped  markets  contemplated  by 
H.R.  2600. 

Even  though  individuals  and  relatively  unsophisticated  institutional  investors  may  be 
among  the  purchasers  of  "business,  commercial,  and  community  development  related 
securities,"  the  regulatory  scheme  contemplated  by  H.R.  2600  does  not  include  basic 
investor  protection  concepts,  such  as  suitability.  22/   Moreover,  Treasury  -  the  agency  that 
would  administer  the  new  regulatory  scheme  established  under  H.R.  2600  —  has  no  mandate 
to  protect  investors.   While  the  bill  does  provide  Treasury  with  authority  to  establish 
standards  "to  prevent  conflicts  of  interest  in  the  conduct  of  secondary  market  operations," 
this  general  provision  in  no  way  compares  to  the  specific  self-dealing  and  other  conflict  of 
interest  provisions  contained  in  the  federal  securities  laws.  22/ 


22/      By  contrast,  securities  sold  pursuant  to  the  securitization  scheme  set  forth  in  Title  n 
or  H.R.  3474  would  unambiguously  come  within  the  comprehensive  regulatory 
framework  established  under  the  faleral  securities  laws,  which  includes  sales  by 
registered  broker-dealers  that  are  subject  to  suitability  and  other  sales  practice 
requirements. 

22/       For  example,  the  1940  Act  prohibits  sales  and  purchases  of  securities  and  other  self- 
dealing  transactions  between  an  investment  company  and  its  affiliated  persons. 
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•  H.R.  2600  does  not  provide  for  state  'opt  out"  of  preemption  provisions.   H.R.  2600 
would  extend  SMMEA-Iike  treatment  to  'business,  commercial  and  community  development 
related  securities'  and  securities  backed  by  commercial  real  estate,  in  essence  treating  such 
securities  as  equivalent  to  government  securities  for  the  purpose  of  preempting  state 
fiduciary  and  legal  investment  restrictions.     As  a  result,  under  H.R.  2600  'business, 
commercial,  and  community  development  related'  securities  and  securities  backed  by 
commercial  real  estate  would,  among  other  things,  be  eligible  for  investment  by  state  and 
local  governments,  state-chartered  financial  institutions,  pension  funds,  and  insurance 
companies,  to  the  same  extent  as  government  securities.  24/  In  contrast  to  SMMEA, 
however,  H.R.  2600  would  not  allow  states  to  override  the  preemption  provisions.  25/ 

The  Commission  urges  the  Subcommittee  to  solicit  the  views  of  the  North  American 
Securities  Administrators  Association  on  the  need  for  and  appropriate  scope  of  an  'opt  out' 
provision.  26/ 

•  H.R.  2600  would  continue  the  piecemeal  expansion  of  securities  activities  permissible 
for  banks,  without  addressing  the  pressing  regulatory  issues  raised  by  such  expansion.    H.R. 
2600  would  allow  banks  to  purchase  for  their  own  accounts  "business,  commercial,  and 
community  development  related  securities.*   Based  on  past  federal  banking  agency 
precedent,  22/  it  is  likely  that  this  amendment  would  be  construed  to  permit  banks  to  serve 


24/      At  the  same  time,  H.R.  2600  would  expressly  provide  that  the  asset-backed  securities 
covered  by  the  bill  are  not  obligations  of,  or  guaranteed  by,  the  United  States. 

2S/       Like  H.R.  2600,  Title  n  of  H.R.  3474  would  preempt  state  blue  sky  and  legal 

investment  restrictions  with  respect  to  small  business  securities  and  commercial  real 
estate,  but  would  provide  states  with  an  opportunity  to  'opt  out"  of  those  preemptions 
within  a  limited  period  of  time.   S^  discussion  supra  at  pages  5-6. 

26/      Some  22  states  have  in  fact  chosen  to  override  SMMEA's  preemption  of  the  legal 
investment  laws.   Notably,  a  number  of  states  have  crafted  their  override  statutes  to 
address  issues  of  particular  concern  to  them. 

22/       Notably,  the  initial  Senate  version  of  SMMEA  would  have  amended  the  Glass- 

Steagall  Act  expressly  to  permit  bank  underwriting  of  and  dealing  in  mortgage  related 

(continued...) 
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as  SMFOs,  underwriting  and  dealing  in  such  securities.  In  fact,  H.R.  2600  appears  to 
contemplate  that  banks,  acting  in  the  capacity  of  SMFOs,  will  make  and  pool  loans  and 
underwrite  and  deal  in  the  resulting  securities.  28/ 

By  virtue  of  the  bank  exclusions  in  the  federal  securities  laws,  however,  banks 
engaged  in  underwriting  and  dealing  pursuant  to  H.R.  2600  would  not  be  subject  to  the 
same  regulatory  scheme  as  broker-dealers  that  operate  within  the  constraints  of  the  federal 
securities  laws.   This  expansion  of  bank  powers,  outside  the  framework  of  the  federal 
securities  laws,  would  further  aggravate  existing  gaps  in  the  regulation  of  bank  securities 
activities  -  gaps  which  have  long  concerned  the  Commission  and  this  Subcommittee.  22/ 

Conclusion 


22/(-- -continued) 

securities.    Although  this  provision  was  not  included  in  the  final  legislation,  in  the 
years  following  the  enactment  of  SMMEA,  the  Comptroller  of  the  Currency  (OCC) 
"achieved,  through  aggressive  administrative  interpretation,  many  of  the  goals  that 
would  have  been  effected"  by  the  Senate's  proposed  Glass-Steagall  amendment. 
Pittman,  "Economic  and  Regulatory  Developments  Affecting  Mortgage  Related 
Securities,"  64  Notre  Dame  L.  Rev.  497,  527  (1989).   The  OCC  relied  on  a 
"transparency"  theory,  reasoning  that  because  banks  could  purchase  and  sell  the 
underlying  mortgages,  the  purchase  and  sale  of  participation  interests  in  a  pool  of 
mortgages  was  also  permissible.    S^  id.  at  527-28. 

22/      We  assume  that  the  resulting  securities  would  not  be  exempt  from  Commission 

registration  and  periodic  reporting  requirements  by  virtue  of  the  exceptions  for  bank- 
issued  securities  contained  in  section  3(a)(2)  of  the  Securities  Act  of  1933  ("1933 
Act")  and  section  12(i)  of  the  1934  Act.    "Business,  commercial,  and  community 
development  related  securities"  created  and  offered  by  banks  would  instead 
presumably  be  treated  like  bank  collective  investment  funds  that  are  marketed  to  the 
public;   in  essence,  as  securities  issued  by  a  separate  ftind,  rather  than  by  the  bank, 
and  therefore  subject  to  Commission  regulation  under  the  1933,  1934,  and  1940 
Acts.    S^,  e^.  Securities  Act  Release  No.  4589  (March  11,  1963);  Bank  of 
America  National  Trust  &  Savings  Ass'n.  SEC  No- Action  Letter,  [1977-78  Transfer 
Binder]  Fed.  Sec.  L.  Rep.  (CCH)  1  81,193  (April  19,  1977).    Nonetheless,  this  issue 
should  be  clarified  if  H.R.  2600  goes  forward. 

22/       See.  e^,  H.R.  3447,  the  "Securities  Regulatory  Equality  Act,"  introduced  in  the 
103rd  Congress  by  Chairmen  Dingell  and  Markey  and  Congressmen  Moorhead  and 
Fields;  Testimony  of  Chairman  Arthur  Levitt  Concerning  H.R.  3447  and  Related 
Functional  Regulation  Issues  Before  the  Subcommittee  on  Telecommunications  and 
Finance  of  the  House  Committee  on  Energy  and  Commerce  (April  14,  1994). 
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Title  n  of  H.R.  3474  represents  an  effort  to  facilitate  the  small  business  lending 
market  by  reducing,  removing  or  modifying  a  broad  array  of  legal  restrictions  which  might 
be  impeding  the  development  of  securitization  and  a  more  established  secondary  market  for 
small  business  loans. 

The  Commission  believes  that  the  investor  protections  provided  by  the  federal 
securities  laws  are  not  affected  by  Title  II  of  H.R.  3474.  2Q/  Tide  n  of  H.R.  3474 
proposes  modest  changes  to  the  1934  Act,  modeled  on  SMMEA,  to  facilitate  the 
development  of  a  forward  trading  market  in  small  business  related  securities.   Like 
SMMEA,  Title  n  of  H.R.  3474  would  confer  on  the  Commission  and  the  FRB  the  authority 
to  change  the  margin  and  security  delivery  provisions  to  address  abuses  that  may  arise.   To 
date,  the  Commission  has  not  had  to  resort  to  such  rulemaking. 

We  note  that  issuers  of  small  business  related  securities  would  continue  to  be 
required  to  register  such  securities  under  the  1933  Act,  unless  an  exemption  from  such 
registration  is  applicable.  21/  Furthermore,  small  business  related  securities  would  not  be 
■exempted  securities"  under  the  1934  Act,  and  therefore  only  registered  broker-dealers,  who 
are  subject  to  regulation  and  supervision  by  the  Commission,  could  act  as  dealers  in  such 
securities.  22/  Finally,  the  antifraud  provisions  of  the  federal  securities  laws  would  continue 
to  apply  to  all  transactions  in  small  business  related  securities. 

Based  on  its  experience  with  SMMEA,  its  authority  to  act  to  address  abuses  that  may 
arise,  and  the  continuing  application  of  registration  and  anti-ftaud  provisions  of,  and 


2Q/      The  Commission  is  aware  of  a  trend  in  registered  structured  financmg  transactions 
toward  marketing  efforts  directed  at  retail  investors.   We  are  mindful  of  the 
suitability  concerns  relating  to  this  development. 

21/      In  2uldition,  the  Investment  Company  Act  would  apply  to  these  pooled  investment 
vehicles,  unless  an  exception  or  exemption  is  available. 

22/      However,  the  Commission  notes  that  it  may  be  possible  for  national  banks  (which  are 
exempt  from  broker-dealer  regulation  pursuant  to  the  1934  Act)  to  participate  in  the 
underwriting  of  small  business  related  securities  on  the  basis  of  the  reasoning  set 
forth  in  Securities  Indus.  Ass'n  v.  Clarke.  885  F.  2d  1034  (2d  Cir.  1989),  SSH- 
denied.  493  U.S.  1070  (1990). 
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r^uladons  under,  the  federal  securities  laws  to  offerings  of  small  business  related  securities, 
the  Commission  supports  the  proposed  amendments  to  the  federal  securities  laws  included  in 
TiUe  U  of  H.R.  3474. 

By  contrast,  the  Commission  is  concerned  that  H.R.  2600,  albeit  with  the  best  of 
intentions,  poses  serious  problems.   The  overbroad  provisions  of  H.R.  2600  overlap  with  the 
fiederal  securities  laws,  creating  an  unnecessary  new  regulatory  framework.   H.R.  2600, 
moreover,  builds  this  new  regulatory  scheme  around  credit  allocation  concerns  rather  than 
the  principles  of  full  disclosure.   The  bill  also  does  not  consider  key  investor  protection 
concerns  arising  from  the  "new"  secondary  market  it  seeks  to  create,  and  would  deny  states 
the  ability  to  override  the  preemptions  of  state  law  contained  in  H.R.  2600.   Finally,  the  bill 
would  exacerbate  existing  gaps  in  the  regulation  of  bank  securities  activities.   In  sum,  the 
Commission  believes  that  H.R.  2600  represents  a  radical,  and  unnecessary,  response  to  an 
issue  —  how  to  encourage  the  securitization  of  small  business  loans  -  that  would  be  better 
served  by  more  narrowly  tailored  initiatives. 

Thank  you  for  inviting  the  Commission  to  present  its  views  to  the  Subcommittee 
regarding  Title  n  of  H.R.  3474  and  H.R.  2600.    I  would  be  pleased  to  respond  to  any 
questions  that  the  members  of  the  Subcommittee  may  have. 
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Mr.  Markey.  That  completes  the  testimony  of  our  opening  panel. 
Mr.  McMillan. 

Mr.  McMillan.  I  thank  the  Chair.  This  question  could  go  to  any 
witness.  Some  commentators  have  argued  that  a  number  of  pos- 
sible barriers,  for  example,  lack  of  standardization,  will  hinder  the 
development  of  a  secondary  market  for  small  business  loans  even 
if  Congress  passes  legislation  removing  current  legal  impediments. 
However,  if  regulatory  obstacles  are  removed,  won't  the  market  ad- 
just and  develop  standards  for  loans  suitable  for  securitization? 

Mr.  Carnell.  I  believe  that  it  will.  We  cannot  be  sure  how  much 
of  an  effect  this  legislation  will  have.  And  we  don't  want  to  see 
standardization  of  forms  carried  to  extremes  in  a  business  that  is 
heterogeneous.  Nonetheless,  we  would  expect  that  the  market 
would  work  out  reasonable  means  of  standardization  to  take  ad- 
vantage of  the  opportunities  presented  by  the  legislation  and  by  the 
underlying  market  benefits  of  securitization  itself. 

Mr.  LaWaee.  I  agree  with  that.  I  think  that  the  market  would 
adjust,  but  there  are  some  side  effects  or  unintended  consequences 
that  may  be  counterproductive. 

First  of  all,  the  more  rigid  the  standards,  and  they  tend  to  be 
rigid  in  order  to  get  the  homogenization  that  is  required  for 
securitization,  the  more  one  is  going  to  eliminate  some  people  from 
access  to  the  credit  simply  because  they  don't  fit  into  the  pattern 
that  is  required. 

Second  is  proliferation  of  documentation  and  we  need  look  no  fur- 
ther than  the  mortgage  secondary  market  to  see  that.  If  you  had 
occasion  to  do  a  mortgage  transaction  that  would  qualify  for  the 
secondary  markets  recently,  you  know  that  the  stack  of  papers  that 
you  have  to  go  through  is  about  this  thick.  Whereas  20  years  ago 
it  might  have  been  two  or  three  pages.  That  is  costly  to  the  bor- 
rower. Those  costs  are  not  absorbed  by  the  lender,  so  that  there  are 
some  counterproductive  side  effects  of  this  that  I  think  we  have  to 
be  aware  of. 

Mr.  McMillan.  One  of  the  comments  that  we  have  heard  over 
the  last  2  years  in  terms  of  the  reduction  in  loan  commitments  to 
small  business  has  been  the  regulatory  burden  placed  on  the  lend- 
er. It  is  rather  extensive,  with  the  argument  being  made  that  we 
have  to  basically  do  the  same  work  for  a  small  loan  as  a  big  loan 
and  small  loans  aren't  profitable,  and  therefore  we  are  not  going 
to  do  them. 

Do  you  think  this  would  tend  or  could,  if  properly  structured, 
tend  to  overcome  that  problem  if  in  fact  you  see  it  as  a  problem? 

Mr.  LaWare.  No,  I  am  not  sure  that  it  does.  I  am  not  sure  that 
it  gets  away  from  the  essential  problem  which  I  have  described.  I 
don't  believe  that  small  loans,  small  business  loans  are  necessarily 
unprofitable  to  banks.  I  don't  think  there  is  any  real  evidence  of 
that.  This  so-called  credit  crunch,  I  think,  related  to  two  things. 
One  was  the  restructuring  of  balance  sheets  of  banks  that  had  been 
badly  damaged  by  the  real  estate  crisis  of  the  late  1980's  and  early 
1990's,  and  while  they  were  rebuilding  capital,  and  the  second 
thing  was  that  we  had  come  through  a  recession  which  had  dam- 
aged the  balance  sheets  and  the  creditworthiness  of  a  lot  of  those 
potential  borrowers  so  that  they  were  no  longer  as  eligible  for  cred- 
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it  as  they  might  have  been  in  the  early  1980's  at  the  height  of  the 
boom. 

So  I  am  not  sure  that  the  lack  of  ability  to  qualify  for  credit  is 
necessarily  either  a  function  of  size  or  a  function  of  unwillingness 
on  the  part  of  banks  to  lend  because  of  profitability  considerations. 

Mr.  McMillan.  I  suppose  that  varies  by  institution  because  you 
hear  the  criticism  leveled  at  certain  banks  and  perhaps  not  at  oth- 
ers and  that  may  be  their  own  individual  policy,  which  they  are  en- 
titled to  pursue.  It  seems  to  me  that  one  of  the  things  we  are  trying 
to  address  here  is  to  create  greater  flexibility  so  that  there  is  great- 
er access  to  capital  and  to  overcome  what  may  well  be  policy 
choices  by  individual  competitors  that  they  don't  want  to  particf- 
pate  in  this  and  that. 

Mr.  La  Ware.  On  the  other  hand,  what  we  don't  want  to  do  by 
relaxing  capital  standards  is  to  plant  the  seeds  for  another  crisis 
because  of  diminished  quality  loans  that  eventually  bring  down 
banks. 

Mr.  McMillan.  Did  you  want  to  respond 

Mr.  Beese.  Yes,  Congressman.  There  is  an  element  to  this  pro- 
posal of  "if  you  build  it,  will  they  come?"  The  Commission  has  been 
faced  with  that  type  of  question  several  times  over  the  past  years. 
The  figures  I  highlighted  with  regard  to  small  business  use  of  our 
Reg.  A  and  Reg.  D  over  the  past  few  years — once  we  eliminated 
some  of  the  barriers  there — and  the  quintupling  and  quadrupling 
of  those  marketplaces  over  that  period  have  given  us  some  faith 
that  there  is  demand  for  this  relaxation  and  for  the  securitization 
process. 

The  Commission  is  aware  that  there  are  few  bounds  to  the  cre- 
ativity of  Wall  Street  in  creating  and  packaging  these  products. 
That  creativity  is  generally  positive,  but  it  is  also  why  the  Commis- 
sion is  interested  to  see  this  type  of  securitization  process  go  for- 
ward under  the  existing  framework  of  supervision  and  oversight  of 
the  SEC— that  is,  H.R.  3474,  as  opposed  to  H.R.  2600.  It  is  a  test 
of  faith  in  a  more  heterogeneous  market  that  this  securitization 
will  be  readily  accepted  by  the  marketplace.  But  we  have  had  a 
number  of  instances  where  we  have  seen  small  business  step  up  to 
the  plate  and  access  the  types  of  new  vehicles  created  over  the  past 
few  years,  and  we  believe  it  is  possible  that  would  happen  in  this 
instance  also. 

Mr.  McMillan.  Section  202  defines  who  is  qualified  to  put  to- 
gether such  packages.  It  is  fairly  broad,  it  seems  to  me.  Beginning 
with  anyone  who  is  an  insured  depository  institution,  that  is  pretty 
broad,  and  then  goes  on  to  say,  expand  that  to  credit  unions,  insur- 
ance companies  or  similar  institutions  which  are  supervised  and 
examined  by  a  Federal  or  State  authority.  That  almost  includes  ev- 
erybody, does  it  not  with  the  possible  exception  of  those  that  are 
regulated  by  the  United  Nations? 

Mr.  Beese.  The  Commission  supports  H.R.  3474,  which  is  a  more 
focused  approach.  Finance  companies,  which  are  not  directly  over- 
seen by  Federal  and  State  regulators,  could  originate  loans  under 
H.R.  3474.  But  it  is  important  to  note  that  finance  companies  today 
are  already  in  this  marketplace.  In  fact,  the  three  issues  that  the 
Commission  has  seen  over  the  past  18  months  have  been  from  fi- 
nance company  operations.  So  we  believe  that  this  is  a  market  with 
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which  we  have  some  experience;  we  have  watched  it  function  and 
are  comfortable  with  its  being  included  in  the  bill. 

Mr.  McMillan.  I  can  see  some  advantages  in  it  being  fairly 
broadly  defined.  Would  it  include,  for  example,  small  business  in- 
vestment companies? 

Mr.  Beese.  Not  specifically.  From  the  Commission  standpoint  I 
think  we  would  like  to  confine  our  comments  to  our  direct  jurisdic- 
tion. Possibly  that  may  be  answered 

Mr.  McMillan.  Some  of  those  may  be  publicly  held.  Not  all,  but 
some. 

Mr.  Beese.  Yes,  Congressman.  Right.  I  am  significantly  im- 
pressed with  the  SBA  under  leadership  of  the  administrator  Er- 
skine  Bowles.  I  think  quite  a  renaissance  has  taken  place  this  year. 
While  not  specifically  addressed,  I  think  we  need  to  look  at  vehicles 
that  would  put  us  in  a  position  to  securitize  these  as  long  as  it  is 
consistent  with  the  investment  protections  that  the  SEC  is  pri- 
marily concerned  about  in  this  and  all  markets. 

Mr.  McMillan,  I  share  your  views  of  Director  Bowles.  I  know 
him  well  and  he  is  from  my  hometown  and  has  a  lot  of  experience 
in  financing  intermediate-size  firms.  Perhaps  his  judgment  on  this 
issue  would  be  useful  as  well. 

Mr.  Carnell.  Are  you  referring  to  the  provision  in  section  202 
of  the  Senate-passed  bill  that  deals  with  who  can  originate  a  loan? 

Mr.  McMillan.  Yes. 

Mr.  Carnell.  Origination  is  just  the  first  step  in  a  process  that 
includes  a  lot  of  safeguards.  It  includes  the  rating  agencies.  It  often 
includes  some  form  of  credit  enhancement.  There  are  many  pairs 
of  eyes  looking  at  the  loan  once  it  is  originated.  So  I  don't  see  the 
breadth  of  this  provision  as  particular  cause  for  concern.  I  think 
there  are  adequate  safeguards  later  in  the  process. 

Mr.  McMillan.  So  let's  say  the  fiduciary  responsibilities  of  giv- 
ing oversight  to  the  loan  portfolio  that  is  included  in  the  mix  is 
fixed. 

Mr.  Carnell.  There  is  responsibility  for  people  later  in  the  proc- 
ess. If  a  particular  institution  originating  a  loan  makes  an  error  in 
credit  judgment,  there  are  other  ways  to  set  that  right.  And  when 
a  large  number  of  loans  are  being  pooled,  the  fact  that  there  may 
be  a  misjudgment  on  a  particular  loan  in  the  pool  is  not  necessarily 
a  problem. 

Mr.  McMillan.  That  is  fine,  because  there  is  a  spreading  of  risk, 
there  is  a  value  in  that.  But  is  the  overall  management  of  the  pool 
under  one  basically  regulated  entity? 

Mr.  Carnell.  The  entities  that  are  listed  in  section  202  would 
originate  the  loans  and  not  necessarily  be  the  managers  of  the  pool. 
I  will  defer  to  Mr.  Beese  on  that,  but  I  believe  we  would  be  getting 
into  issues  of  broker-dealer  registration  with  the  sort  of  things  you 
would  do  in  managing  a  pool. 

Mr.  Beese,  I  do  have  an  answer  regarding  SBIC's,  that  they 
could  be  originators  under  H.R.  3474.  Sales  practice  and  suitability 
concerns  would  also  play  a  role  in  this  marketplace  and  add  a  layer 
of  protection  and  supervision.  So  if  purveyed  by  broker  dealers,  the 
securities  sold  in  this  marketplace  would  be  under  the  supervision 
of  the  SEC  and  would  be  subject  to  sales  practice  suitability  rules. 
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Mr.  McMillan.  I  do  think  this  is  an  important  thing  to  focus  on 
which  I  would  want  to  pursue  further.  I  thank  the  Chair. 

Mr.  Markey.  The  gentleman's  time  has  expired.  The  gentleman 
from  Illinois,  Mr.  Hastert,  has  the  time. 

Mr.  Hastert.  Thank  you,  Mr.  Chairman.  Mr.  LaWare,  I  was  in 
New  England  in  1989  and  at  a  hearing  under  the  auspices  of  the 
Government  Operations  Committee.  1989  wasn't  a  good  time  for 
small  business  especially  in  New  England. 

We  were  in  Manchester,  New  Hampshire,  I  think.  Time  after 
time  in  testimony  that  people  brought  forward  was  that  here  there 
are  small  businessmen  when  they  had  to  restock  their  store  or  get 
a  small  business  loan,  because  times  were  tight,  they  had  never 
had  a  credit  problem  or  economic  problem,  but  yet  they  couldn't  get 
loans. 

The  Federal  Reserve  at  that  time  was  crunching  things  down  to 
the  banks  and  dried  up  all  the  credit  that  there  was.  Would  this 
help  prevent  that  type  of  situation  on  a  regional  basis?  Or  would 
it  exacerbate  it? 

Mr.  LaWare.  It  is  very  hard  to  second  guess  the  judgment  of  an 
individual  bank  that  may  have  been  recently  savaged  by  conditions 
in  a  real  estate  market  where  a  significant  amount  of  its  capital 
was  wiped  out  so  it  was  forced  to  downsize  its  balance  sheet  in 
order  to  meet  regulatory  capital  requirements.  That  went  on. 

One  of  the  ways  that  you  downsize  the  balance  sheet  is  by  cut- 
ting off  the  spigot  for  new  loans.  Another  way  is  to  let  old  loans 
run  off,  and  a  third  way  is  to  sell  off  assets  to  reduce  the  asset  size 
in  relationship  to  the  capital  account.  I  think  it  was  probably  a 
combination  of  all  those  things.  I  refer  you  back  to  my  comment 
about  the  way  the  recession  and  what  was  going  on  in  the  econ- 
omy, particularly  in  New  England  at  that  time,  may  have  affected 
the  balance  sheets  and  creditworthiness  of  individual  borrowers. 

They  may  not  have  had  a  problem  in  the  past,  but  they  may 
have  been  faced  with  very  serious  problems  as  a  result  of  economic 
conditions.  There  is  an  element  of  truth  in  what  you  say,  that 
bankers  were  afraid  and  were  beginning  to  hold  back  in  some 
cases,  not  because  of  these  other  considerations,  but  because  they 
wanted  to  avoid  lending  into  a  very  uncertain  environment. 

Mr.  Hastert.  If  I  remember  right,  a  lot  of  those  banks  ceased 
to  exist  and  the  original  banks  in  the  area  was  a  chain  of  banks 
from  the  Boston  area.  They  were  swallowed  up.  The  problem  is 
that  you  have  small  businesses  that  did  cease  to  exist  not  because 
they  were  having  financial  problems,  but  because  they  couldn't  get 
loans  or  inventory  and  they  couldn't  open  their  doors. 

Mr.  LaWare.  All  I  can  say  to  you  is  that  the  banker  is  caught 
between  two  very  hard  places. 

Mr.  Hastert.  I  am  not  trying  to 

Mr.  LaWare.  I  understand. 

Mr.  Hastert.  I  want  to  look  at  this  for  the  future.  Is  there  a  pos- 
sibility that  if  you  could  bundle  these  small  business  loans  and  sell 
them,  would  that  be  better  for  the  small  businessman,  especially 
in  times  when  you  have  economic 

Mr.  LaWare.  If  under  those  general  economic  conditions  there 
was  a  market  for  those  small  business  loans  at  a  fair  enough  price 
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so  that  the  bank  that  was  originating  them  could  afford  to  make 
and  sell  them  off,  I  agree  that  would  be  a  help. 

Mr.  Hastert.  I  am  not  asking  you  to  agree.  I  am  looking  for  in- 
sight. 

Mr.  La  Ware.  I  am  not  sure  that  market  conditions  at  that  time 
would  have  made  that  a  reality. 

Mr.  Hastert.  So,  in  essence,  if  we  do  this,  it  probably  wouldn't 
have  made  a  difference. 

Mr.  La  Ware.  The  market  will  always  dictate  how  those  kinds  of 
things  come  out,  unfortunately. 

Mr.  Hastert.  I  would  like  to  ask  Mr.  Camell  a  question.  Com- 
mercial real  estate  certainly  is  something  that  has  been  up  and 
down  and  is  certainly  a  regional  thing.  If  you  get  into  my  part  of 
the  country  in  the  Midwest,  there  are  a  lot  of  empty  office  build- 
ings. I  remember  going  to  Texas  in  1987  and  1988  and  there  were 
a  lot  of  empty  shopping  malls  and  com.mercial  buildings. 

Now,  one  of  the  reasons  or  rationales  of  maybe  why  we  should 
do  this  is  that  there  haven't  been  many  commercial  loans  or  the 
number  of  commercial  loans  being  made  has  dropped  significantly; 
therefore,  it  is  tough  to  build  new  commercial  properties. 

Is  that  a  chicken  and  egg  thing  or  is  the  situation  because  it  is 
on  a  regional  basis  and  probably  not  on  a  national  basis,  the  de- 
mand is  not  there  because  we  have  a  lot  of  excess  capacity  today? 

Mr.  Carnell.  It  was  a  combination  of  factors:  over-building  of 
commercial  real  estate  in  significant  parts  of  the  country,  coupled 
with  changes  in  the  tax  laws  and  with  national  and  regional  reces- 
sions. This  caught  people  in  very  awkward  positions,  when  the  an- 
ticipated demand  did  not  materialize  for  buildings  that  were  under 
construction  or  already  constructed. 

We  believe  that  securitization  could  help  future  commercial  real 
estate  financing  in  a  couple  of  different  ways.  First,  during  eco- 
nomic downturns  we  think  it  could  mitigate  the  constriction  of 
credit  by  bringing  additional  sources  of  credit  to  bear,  since  it  can 
tap  broader  national  and  even  international  capital  markets. 

We  also  believe  that  securitization  has  the  potential  to  impose 
some  additional  discipline  on  commercial  mortgage  markets,  which 
have  had  some  spectacular  ups  and  downs.  It  may  be  that  price 
signals  in  the  securitization  market  could  give  us  a  bit  more  ad- 
vance warning  of  an  impending  bust  than  we  have  had  in  the  past. 

Mr.  Hastert.  Thank  you.  Could  I  make  a  brash  generalization 
between  the  testimony  of  you  gentlemen  saying  that  maybe  this 
legislation  would  be  more  helpful  to  commercial  loans  in  commer- 
cial real  estate  and  as  far  as  smoothing  out  the  future  of  uncer- 
tainty and  wouldn't  be  as  helpful  to  small  business  loans? 

Mr.  Carnell.  We  believe  it  would  be  helpful  to  both.  I  think  it 
is  hard  to  assess  the  relative  effect  because  both  areas  would  need 
to  undergo  some  significant  changes  in  order  to  use  securitization. 
We  believe  it  ought  to  be  possible  for  them  to  make  those  changes, 
but  there  are  a  lot  of  unknowns  in  both  areas. 

We  believe  small  business  could  also  benefit  from  the  ability  to 
tap  broader  capital  markets,  particularly  at  times  when  the  bank- 
ing system  is  under  stress,  say,  because  of  loan  losses,  perhaps  in 
other  areas.  Banks  would  be  under  capital  pressure,  and  as  Gk)v- 
emor  LaWare  said,  one  way  to  respond  is  not  to  add  things  to  the 
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balance  sheet.  If  you  have  a  way  to  go  ahead  and  originate  a  good 
loan  and  put  it  in  the  hands  of  someone  else  who  has  capital  to  in- 
vest in  it,  that  should  benefit  small  business  and  real  estate. 

Mr.  Hastert.  Would  that  in  a  sense  break  the  regional  lock  on 
these  types  of  loans  because  the  loans  would  be  national  and  not 
so  much  regional? 

Mr.  Carnell.  It  would  be  great  if  it  did  break  them.  I  don't  know 
that  the  results  are  going  to  be  quite  that  dramatic,  but  at  least 
there  is  a  potential  here  to  mitigate  some  of  the  regional  patterns. 

Mr.  Hastert.  Thank  you. 

Mr.  LaWare.  Excuse  me.  What  bothers  me  about  commercial 
real  estate  being  included  in  this  is  that  we  have  just  been  through 
a  number  of  years  in  which  commercial  real  estate  problems  have 
brought  down  hundreds  of  institutions,  particularly  on  the  S&L 
side,  and  cost  the  taxpayers  a  hundred  billion  dollars  or  more.  And 
to  me  it  is  counterintuitive  given  those  circumstances  to  reduce  the 
capital  requirements  involved  with  commercial  real  estate  lending 
and  that,  in  effect,  is  what  happens  if  you  bring  them  under  the 
umbrella  of  the  same  treatment  that  we  are  thinking  about  for 
small  business  loans. 

Mr.  Carnell.  If  I  could  add  a  clarification.  I  have  been  speaking 
in  favor  of  the  commercial  real  estate  provisions  of  H.R.  3474  as 
passed  by  the  Senate,  which  has  no  such  capital  provision  for  com- 
mercial real  estate.  I  agree  that  we  need  to  be  very  careful  about 
diminishing  capital  requirements  and  am  pleased  that  there  is  no 
such  provision  in  the  Senate-passed  bill  for  commercial  real  estate. 

Mr.  Markey.  The  gentleman's  time  has  expired.  The  gentleman 
from  Ohio,  Mr.  Oxley. 

Mr.  Oxley.  Mr.  Beese,  I  understand  that  at  least  three  small 
business  securitizations  have  already  taken  place  under  the  cur- 
rent regulatory  scheme.  For  example,  in  1993  Freemont  Financial 
sold  $200  million  of  variable  rate  certificates  backed  by  small  and 
medium-sized  business  loans. 

Mr.  Sidman,  in  his  written  testimony,  indicates  that  in  the  last 
5  years  the  volume  of  commercial  real  estate  mortgage 
securitization  increased  from  under  $1  billion  to  $11  billion.  In 
light  of  that  rather  rapid  growth,  why  should  the  Congress  involve 
itself  with  this  legislation? 

Mr.  Beese.  Mr.  Oxley,  I  think  that  three  is  a  good  start  for  small 
businesses.  I  think  the  intent  of  the  legislation  is  to  facilitate  a 
market  where  considerably  more  than  three  securitizations  over 
such  a  period  would  come  to  marketplace.  I  think  the  cumulative 
total  of  the  three  that  have  already  occurred  would  be  $375  million 
with  regard  to  small  business. 

You  mentioned  the  $11  billion  figure  with  regard  to  commercial 
real  estate.  An  impressive  figure,  but  I  might  just  compare  that,  for 
instance,  to  the  Rule  144-A  market,  which  the  SEC  created  2  years 
ago.  That  is  now  a  $36  billion  market  and  growing  rapidly.  I  think 
this  type  of  legislation,  SMMEA-type  legislation,  which  has  been 
certainly  by  any  measure  a  success,  would  substantially  help  in 
creating  a  much  broader  marketplace,  as  has  been  mentioned  by 
my  co-panelists.  It  is  somewhat  of  a  leap  of  faith  to  say  that  this 
market  would  develop  for  small  businesses  along  the  same  pattern 
that  other  securitization  markets  have  taken,  but  I  think  the  three 
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transactions  that  have  already  been  completed  give  us  confidence 
that  would  be  possibly  the  case. 

Eleven  billion  dollars  in  marketing  commercial  real  estate  also 
gives  us  confidence  that  would  be  the  case.  As  the  chairman  men- 
tioned in  his  opening  statement,  securitization  is  an  amorphous 
word  and  an  amorphous  market,  but  I  think  those  examples  are 
the  right  start.  This  would  be  enabling  legislation  to  fuel  that  mar- 
ket and  be  a  catalyst  for  development  of  that  market. 

Mr.  OXLEY.  If  we  have  grown  from  $1  billion  to  $11  billion  in  5 
years,  that  is  pretty  impressive  growth.  Do  you  have  any  projec- 
tions as  to  what  that  figure  might  be  5  years  after  we  pass  legisla- 
tion that  would  facilitate  even  more  growth? 

Mr.  Beese.  Congressman,  I  note  the  wise  approach  of  Governor 
LaWare  in  not  predicting  future  markets.  That  is  a  lesson  I  learned 
well  in  14  years  of  being  involved  in  those  markets  myself.  It  de- 
pends on  market  conditions  and  other  factors.  But  what  we  have 
seen  so  far,  I  believe,  is  an  indication  that  there  is  possibly  a  vi- 
brant market  out  there.  H.R.  3474  would  reduce  some  of  the  bar- 
riers and  streamline  the  process  to  enable  that  market  to  be  tapped 
to  the  benefit  of  the  Nation's  small  businesses. 

Mr,  OXLEY.  Do  any  of  the  other  panelists  have  comments  in  that 
regard? 

Mr.  Carnell.  I  don't  want  to  predict  either,  but  I  emphasize  that 
the  intent  here  is  to  remove  impediments  and  not  to  provide  a  gov- 
ernment subsidy.  We  can  build  on  a  decade  of  experience  under  the 
Secondary  Mortgage  Market  Enhancement  Act.  We  think  it  is  a 
reasonable  step,  but  can't  predict  exactly  what  is  going  to  come  of 
it.  But  letting  the  government  get  out  of  the  way  and  removing  im- 
pediments makes  sense  and  ought  to  be  done. 

Mr.  LaWare.  I  think  a  significant  part  of  the  billions  of  dollars 
that  you  recited  of  commercial  mortgage  securitization  may  be  from 
the  RTC,  and  I  suspect  that  the  credit  enhancements  that  were 
used  in  making  those  properties  or  those  loans  marketable  were 
very  significant,  and  the  RTC  is  obviously  not  subject  to  regulatory 
requirements  about  capital  being  held  against  recourse  consider- 
ations. So  that  may  have  injected  a  little  bit  of  distortion  into  the 
significance  of  those  numbers. 

Mr.  OxLEY.  Mr.  Chairman,  I  don't  want  to  cast  too  negative  a 
tone  on  my  questioning  because  I  do  think  this  has  a  certain  at- 
traction and  a  lot  of  upscale  potential  for  growth  and  for  the  ability 
to  provide  more  capital  particularly  in  the  small  business  area.  I 
was  just  exploring  the  things.  Let  me  ask  finally  to  Mr.  Beese,  spe- 
cifically what  can  the  Federal  Grovernment  do  under  this  legislation 
that  they  can't  do  now  under  the  existing  regulatory  process? 

Mr.  Beese.  The  answer  in  the  shortest  form  is:  create  a  type  of 
market  and  a  type  of  process  that  is  similar  to  the  one  that  was 
created  under  SMMEA,  which  has  been  a  significant  success.  In 
particular,  the  SEC  element  of  this  legislation  would  make  it  pos- 
sible to  reduce  some  of  the  barriers  and  streamline  some  of  the 
process.  It  would  enable  us  to  grant  exceptions,  as  we  do  under 
SMMEA,  for  a  forward  market  to  develop;  in  other  words,  these 
pools — as  under  SMMEA — could  be  sold  up  to  180  days  in  advance 
before  the  pool  is  actually  formed.  That  requires  an  exemption  from 
existing  securities  law. 
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This  process  has  worked  well  under  SMMEA.  We  have  had  the 
ability  under  SMMEA  to  reduce  that  180-day  period  if  we  judged 
it  would  be  prudent  to  do  so.  We  have  never  exercised  that  author- 
ity under  SMMEA.  It  may  be  that  authority  would  be  more  impor- 
tant under  this  type  of  small  business  securitization.  But  that  type 
of  enabling  legislation  has  allowed  the  SMMEA  market  to  develop 
nicely,  and  hopefully  will  do  so  here  also. 

Mr.  Markey.  The  time  of  the  gentleman  has  expired.  The  Chair 
will  recognize  himself  for  a  few  questions. 

Grovemor  LaWare,  in  your  prepared  testimony  you  make  clear 
your  concern  that  perhaps  it  is  possible  to  invoke  the  law  of  unin- 
tended consequences  when  proposals  like  this  are  put  out  and  po- 
tentially made  law  and  the  concern  which  you  raised  in  your  writ- 
ten testimony  was  that  the  existence  of  a  secondary  market  for 
small  business  loans  could  have  the  undesirable  outcome  of  rigidly 
standardizing  the  terms  and  conditions  for  such  lending.  And  that 
could  preclude  many  deserving  businesses  from  getting  access  to 
the  credit  that  they  need. 

I  recently  was  speaking  to  the  president  of  the  Medford  Savings 
Bank  in  my  Congressional  district,  and  that  is  the  very  concern 
which  he  has,  which  you  have  in  your  testimony.  He  fears  that 
Federal  bureaucrats  were  taking  away  loan  officer  discretion  to  de- 
termine what  was  a  good  risk  and  which  person  was  a  good  risk 
and  which  business  deserved  a  good  loan. 

Could  you  share  the  Federal  Reserve's  view  of  the  fear  that  rigid 
standardization  could  ultimately  impair  the  ability  of  loan  officers 
to  make  correct  marketplace  decisions? 

Mr.  LaWare.  Well,  with  some  institutions,  using  the  secondary 
market  for  mortgage  loans  as  an  example  because  we  don't  have 
a  well-developed  example  with  small  business  loans,  the  develop- 
ment of  the  secondary  market  created  just  this  very  kind  of  rigidity 
in  terms  of  loans  that  would  qualify,  and  many  banks,  not  wanting 
to  keep  mortgage  loans,  long-term  assets,  on  their  books,  decided 
to  use  the  secondary  market  to  satisfy  their  customer  base  by  origi- 
nation, but  they  would  use  the  secondary  market  to  lay  off"  the  as- 
sets. 

And  in  order  to  do  that,  some  of  their  customers  simply  didn't 
qualify  because  of  the  rigid  requirements  of  the  secondary  market. 
Some  banks  went  so  far  as  to  say:  "unless  it  qualifies  for  the  sec- 
ondary market,  we  don't  want  it  and  we  will  not  hold  it",  so  they 
had  to  turn  away  good  customers  who  perhaps  had  been  customers 
of  their  banks  for  long  periods  of  time. 

I  am  not  saying  that  is  necessarily  going  to  happen,  because  any 
bank  has  the  option  of  sajdng  about  a  particular  loan  if  it  doesn't 
qualify  for  the  secondary,  we  will  carry  it  because  we  want  to  ac- 
commodate this  customer.  I  suspect  that  particularly  with  business 
loans  that  may  well  be  the  pattern,  a  much  more  usable  pattern. 
So  I  suspect  that  the  negative  effects  of  that  rigidity  would  be  less 
pronounced  there  than  they  perhaps  have  been  in  the  mortgage 
markets. 

Mr.  Markey.  Is  their  something  more  formal  we  should  do  to 
make  sure  rigid  standards  don't  squeeze  the  small  business  com- 
munity unduly? 
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Mr.  La  Ware.  Unfortunately,  the  secondary  market  itself  will  set 
those  standards.  It  won't  be  done  by  legislation  because  the  legisla- 
tion may  miss  what  the  market  requires  in  order  to  make  the  secu- 
rity salable  and  if  the  secondary  market  requires  certain  things, 
the  originators  will  have  to  meet  those  requirements. 

Mr.  Markey.  I  appreciate  that,  but  you  understand  then  the  par- 
adox of  the  hearing.  We  are  focusing  on  small  businesses  here  and 
that  is  the  ostensible  justification  for  our  even  sitting  here.  Yet  at 
the  end  of  the  day  we  are  not  sure  that  the  secondary  market  will 
respond  to  what  the  public  policy  intent  is  of  our  visitation  to  this 
particular  area. 

Mr.  La  Ware.  My  personal  view  is  that  this  will  help,  but  it  is 
not  a  panacea.  It  is  not  going  to  cure  the  credit  problems  of  every- 
body in  the  marketplace. 

Mr.  Markey.  Commissioner  Beese,  as  you  know,  I  am  a  strong 
proponent  of  modernization  and  of  shifting  our  approach  in  the  reg- 
ulation of  national  financial  markets,  and  I,  along  with  Chairman 
Dingell  and  Mr.  Fields  and  Mr.  Moorhead,  have  filed  legislation  to 
accomplish  just  that.  It  seems  to  all  of  us  on  this  committee  that 
we  should  regulate  our  markets  functionally  and  that  scarce  gov- 
ernment resources  should  be  allocated  according  to  the  expertise  of 
a  particular  agency  that  may  provide  it. 

I  know  that  the  SEC  shares  this  subcommittee's  views  on  that 
subject.  Can  you  tell  the  subcommittee  whether  any  of  the 
securitization  proposals  threaten  to  further  fragment  our  approach 
to  regulating  financial  markets? 

Mr.  Beese.  As  you  mentioned,  you  are  well  aware  of  the  SEC's 
views  on  functional  regulation,  as  articulated  by  the  chairman  re- 
cently. In  my  testimony,  I  have  tried  to  point  out  that  we  do  have 
concerns  in  particular  over  H.R.  2600.  Provisions  of  that  bill  seem 
to  create  an  overlapping  and  redundant  regulatory  system,  moving 
us  further  away  from  the  goal  of  functional  regulation  as  opposed 
to  closer  to  it. 

I  can  elaborate  on  my  opening  comments,  but  I  did  try  to  lay  out 
the  reasons  we  don't  think  that  would  be  the  correct  approach.  The 
more  streamlined,  focused  approach  of  H.R.  3474,  by  contrast, 
would  be  consistent  with  both  your  views  on  functional  regulation 
and  the  views  of  the  Commission  on  functional  regulation. 

Mr.  Markey.  Again,  Grovemor  LaWare,  I  know  that  you  have  a 
different  approach  on  that  issue.  Could  you  briefly  summarize  your 
view  as  to  how  these  issues  should  be  resolved? 

Mr.  LaWare.  I  agree  with  the  undesirability  of  creating  another 
regulatory  structure  here,  which  I  think  is  unnecessary.  But  sec- 
ondly, the  breadth  of  the  kind  of  loans  that  would  be  covered  under 
2600,  I  think,  is  also  a  matter  of  grave  concern  to  us,  because  the 
credit  aspects  of  different  kinds  of  assets  are  distinctly  different, 
and  the  idea  of  reducing  or  eliminating  the  limits  on  how  much  of 
these  kinds  of  assets  can  be  held,  as  well  as  reducing  capital  re- 
quirements very  significantly  are  matters  of  real  concern  with  re- 
gard to  safety  and  soundness. 

Mr.  Markey.  Let  me  get  to  the  safety  and  soundness  question  a 
little  bit  more,  then,  if  I  could.  I  listened  with  interest  to  your  com- 
ments about  the  FSBY.  Is  the  Federal  Reserve's  dissatisfaction 
with  accounting  rules  for  regulatory  capital  further  evidence  of  a 
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conflict  between  the  interests  of  investors  and  the  need  for  safety 
and  soundness? 

Mr.  La  Ware.  I  think,  in  essence,  they  are  the  same  but  they 
have  a  different  motivation.  The  investor  is  concerned  about  what 
is  the  condition  of  the  company  at  a  given  moment  in  time  in  order 
to  assist  with  an  investment  decision.  The  safety  and  soundness 
considerations  are  proforma  and  are  tried  and  are  designed  to  pro- 
tect the  company  from  an  unexpected  consequence  as  a  result  of 
something  that  happens  in  the  future. 

Now,  you  refer  to  the  law  of  unintended  consequences,  and  it 
seems  to  me  that  there  are  potentially  a  number  of  them  in  connec- 
tion with  FAS  115.  Banks  which  feel  that  they  do  not  want  to  ex- 
pose themselves  to  having  their  regulatory  capital  adjusted  to  the 
market  periodically,  because  of  the  possibility  of  volatility  of  the 
markets,  may  tend  to  want  to  move  all  their  securities  into  the  to- 
be-held-to-maturity  category  where  the  mark-to-market  require- 
ment is  not  necessary. 

That  puts  the  bank  in  a  terrible  bind  because  if  it  subsequently 
runs  into  a  liquidity  problem  where  it  is  necessary  to  sell  securities 
in  order  to  meet  a  liquidity  crisis,  they  sell  securities  out  of  that 
portfolio  and  they  contaminate  the  rest  of  the  portfolio  and  so  the 
whole  thing  becomes  subject  to  the  requirement. 

If  they  go  in  the  other  direction  and  essentially  put  all  the  secu- 
rities in  the  available-for-sale  category,  the  tendency  will  be  to  go 
very  short  so  as  to  eliminate  price  or  value  risks  as  a  result  of  in- 
terest rate  fluctuations,  and  that  may  not  be  the  best  way  to  man- 
age an  investment  portfolio. 

Furthermore,  to  the  extent  that  the  whole  portfolio  is  in  that  cat- 
egory, the  extent  of  the  changes  as  a  result  of  volatility  in  the  mar- 
ket could  create  problems  for  the  stock  price  of  that  institution, 
could  trigger  prompt  corrective  action  under  FDICIA  that  would 
not  otherwise  be  appropriate,  and  those  unintended  consequences, 
it  seems  to  me,  are  very  serious. 

Mr.  Markey.  I  agree  with  you  very  much.  My  problem  is  every 
time  we  kind  of  get  back  to  the  bottom  line,  the  market  will  ulti- 
mately dictate.  I  guess  my  problem  is  the  ride  up,  from  1983 
through  1987  or  so  in  the  Northeast,  the  market  was  dictating  the 
ride  up  and  we  are  6  years  on  the  ride  down  now  and  I  guess  the 
market  dictated  that  we  have  a  6-vear  downturn  or  so.  There  has 
to  be  some  way  we  are  mediating  this  tension  at  earlier  stages  just 
to  mitigate  against  the  wilder  swings  and  to  have  ensured  that  we 
were  dealing  with  the  real  objectives  that  any  of  this  legislation  is 
intended  to  achieve  rather  than  allowing  it  to  just  be  taken  off  into 
the  law  of  unintended  consequences  for  the  market  then  to  correct; 
but  it  is  at  the  price  of  millions  of  people's  jobs  and  a  troubling 
time  for  the  country,  which  we  have  come  out  of  now,  but  it  was 
not  necessarily  something  that  we  had  to  have  gone  through  if  we 
had  been  more  anticipatory  about  the  problems. 

Mr.  LaWare.  I  agree  with  that. 

Mr,  Markey.  I  can  ask  a  few  other  questions — Mr.  Beese. 

Mr.  Beese.  There  is  one  thing  that  the  market  should  not  dic- 
tate, and  that  is  investor  protection  standards.  We  have  a  concern 
over  H.R.  2600  that  perhaps  not  the  market,  but  the  credit  alloca- 
tion process  that  is  embodied  in  H.R.  2600,  might  dictate  invest- 
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ment  standards  or  supersede  investor  protection  standards.  That  is 
one  of  the  primary  reasons  for  our  concern.  By  contrast,  we  think 
H.R.  3474  is  consistent  with  investor  protection  standards,  and 
that  is  why  we  have  strongly  endorsed  that  focused  effort. 

Mr.  Markey.  If  there  is  time  before  the  start  of  the  conference, 
the  subcommittee  may  wish  to  submit  additional  written  questions 
about  the  technical  differences  that  exist  between  the  various  pro- 
posals. Then  you  might  respond  to  us  in  a  timely  fashion  so  that 
we  could  then  consider  your  response  before  we  go  into  the  detailed 
negotiations  with  the  Senate.  Also  include  any  further  comments 
which  you  might  like  to  give  us  with  regard  to  the  policy  statement 
that  we  would  want  to  build  into  the  intent  of  the  law  as  we  are 
developing  it.  I  think  that  will  be  very  helpful  dov/n  the  line. 

Mr.  Beese.  We  look  forward  to  that,  and  we  can  elaborate  on  the 
SBIC  issue  in  the  follow-up  responses  to  those  written  questions. 

Mr.  Markey.  The  new  Chair  of  the  SBA  comes  from  the  same 
town  as  the  gentleman  from  North  Carolina,  great  State,  North 
Carolina,  great  people.  The  subcommittee  very  much  appreciates, 
again,  your  participation  and  we  will  be  working  closely  with  you 
over  the  next  month  or  6  weeks  or  so  in  the  hope  to  produce  the 
legislation. 

Now,  we  will  go  to  our  second  panel.  We  very  much  appreciate 
your  willingness  to  participate  here  today.  We  will  begin  with  Mr. 
Craig  Goettsch,  who  is  the  superintendent  of  securities  and  presi- 
dent of  the  North  American  Securities  Administrators  Association 
here  from  Des  Moines,  Iowa.  Welcome. 

STATEMENTS  OF  CRAIG  A.  GOETTSCH,  PRESmENT,  NORTH 
AMERICAN  SECURITIES  ADMINISTRATORS  ASSOCIATION; 
EDWIN  N.  SIDMAN,  CHAIRMAN,  BEACON  PROPERTIES  CORP; 
ADRIAN  KATZ,  MANAGING  DIRECTOR,  PRUDENTIAL  SECURI- 
TIES, INC.,  ON  BEHALF  OF  THE  PUBLIC  SECURITIES  ASSO- 
CIATION; AND  WILLIAM  G.  McNINCH,  MEMBER,  AMERICAN 
BANKERS  ASSOCIATION 

Mr.  Goettsch.  Mr.  Chairman  and  members  of  the  subcommittee, 
good  morning.  I  appreciate  the  opportunity  to  appear  before  you 
today. 

I  would  like  to  begin  by  taking  a  moment  to  focus  on  the  impor- 
tance in  securities  regulation  of  arriving  at  a  balance  between  cap- 
ital formation  and  investor  protection. 

No  one  set  out  deliberately  to  create  the  problems  in  the  invest- 
ment marketplace  of  the  1980's.  They  happened  because  of  the  gap 
between  good  intentions  and  the  right  specifics.  It  is  one  thing  to 
come  out  in  favor  of  the  "motherhood,  baseball  and  apple  pie"  prop- 
osition of  small  business  capital  formation.  It  is  quite  another  thing 
to  frame  a  plan  that  will  get  scarce  capital  resources  into  the  hands 
of  new  and  expanding  firms  and  keep  it  out  of  the  pockets  of  those 
who  would  inflict  costly  fraud  and  abuse  on  the  investing  public. 

It  is  through  this  prism  that  the  benefits  of  any  investment  ini- 
tiative, no  matter  how  well-intentioned,  should  be  judged. 

I  want  to  emphasize  that  NASAA  recognizes  the  vital  and  indis- 
pensable role  small  businesses  play  in  our  Nation's  economy.  State 
securities  regulators  have  devoted  considerable  efforts  over  the  last 
several  years  to  developing  innovative  approaches  to  ease  the  way 
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for  legitimate  small  business  capital  formation.  The  comments  we 
offer  today  on  the  pending  legislation  are  based  both  on  our  sub- 
stantial experience  in  promoting  small  business  capital  formation 
and  on  our  many  years  of  serving  as  the  front-line  protection  for 
small  investors. 

I  w^ill  turn  now  to  the  issues  raised  by  the  two  bills  under  consid- 
eration. 

While  NASAA  recognizes  the  good  intentions  behind  the  Small 
Business  Loan  Securitization  and  Secondary  Market  Enhancement 
Act,  we  nonetheless  have  concerns  about  it.  While  the  legislation 
seeks  to  extend  the  application  of  the  successful  Secondary  Mort- 
gage Market  Enhancement  Act,  or  SMMEA,  to  small  business 
loans,  we  would  suggest  that  it  may  not  be  that  simple. 

Why?  Perhaps  most  important  is  the  fact  that  home  mortgages 
are  generally  standardized  and  are  relatively  easy  to  package  to- 
gether into  loan  pools  that  investors  can  evaluate  accurately.  Busi- 
ness loans,  on  the  other  hand,  come  in  all  shapes,  sizes  and 
sources,  and,  as  a  result,  may  be  more  difficult  to  package  into  se- 
curities with  measurable  risk. 

For  secondary  markets  to  develop,  those  who  issue  and  under- 
write loan-backed  securities  must  be  able  to  gather  them  together 
into  pools  that  can  be  evaluated  for  income  and  loan  default  losses. 
That  process  gives  the  underwriter  a  good  idea  of  how  to  price  the 
securities  and  contributes  to  investor  confidence.  This  generally 
has  worked  best  when  the  types  of  loans  being  pooled  are  alike, 
which  clearly  is  not  the  case  with  small  business  loans. 

Mr.  Chainnan,  while  my  written  statement  raises  additional  con- 
cerns with  key  provisions  of  the  Small  Business  Loan 
Securitization  bill,  I  want  to  focus  my  comments  here  today  on  the 
issue  of  preemption  of  State  securities  laws.  State  securities  agen- 
cies perform  a  critical  function  in  protecting  State  residents  from 
fraud  and  abuse  in  the  capital  markets. 

Preemption  of  that  authority  robs  a  State  of  its  ability  to  protect 
its  citizens  and  should  be  imposed  only  in  the  most  extraordinary 
circumstances.  NASAA  does  not  believe  the  proponents  of  this  leg- 
islation have  met  the  burden  of  proof  necessary  here. 

Furthermore,  if  it  is  the  large  institutional  investors  that  pro- 
ponents want  to  attract  to  this  new  secondary  market.  State  securi- 
ties laws  are  no  impediment.  The  securities  laws  in  virtually  every 
State  provide  an  exemption  from  registration  for  those  issues  that 
are  to  be  sold  exclusively  to  institutional  investors.  If  the  pro- 
ponents of  this  legislation  do  not  view  the  small  investor  as  the  pri- 
mary purchaser  of  these  securities,  it  is  not  necessary  to  preempt 
State  laws  at  all. 

Turning  now  to  H.R.  2600,  NASAA  has  strong  reservations  about 
this  bill  and  respectfully  suggests  that  consideration  of  it  be  put  on 
hold  pending  further  review  and  study.  First,  I  would  point  out 
that  the  bill  suffers  from  the  same  deficiencies  as  those  found  in 
the  Small  Business  Loan  Securitization  bill  and  raises  additional 
troubling  issues.  For  example,  the  scope  of  H.R.  2600  is  consider- 
ably broader  in  that  it  includes  in  its  application  a  variety  of  busi- 
ness and  community  development  loans. 

In  addition,  the  bill  would  authorize  the  creation  of  secondary 
market  facilitating  organizations,  or  SMFO's,  which  would  be  cer- 
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tified  and  overseen  by  the  Treasury  Department.  If  Congress  deter- 
mines to  move  forward  with  this  bill,  NASAA  respectfully  suggests 
that  SMFO's  be  subject  to  the  Federal  Investment  Company  Act 
and  to  the  exclusive  regulatory  authority  of  the  SEC. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  appreciate 
the  opportunity  to  appear  here  today  to  discuss  an  issue  of  great 
importance  to  State  securities  regulators;  that  is,  facilitating  legiti- 
mate small  business  capital  formation.  If  there  is  any  one  thought 
I  would  like  to  leave  with  you  today,  it  is  this:  The  benefits  of  any 
investment  initiative  must  be  judged  on  the  basis  of  whether  it  ar- 
rives at  the  critical  and  delicate  balance  between  capital  formation 
and  investor  protection. 

NASAA  respectfully  suggests  that  neither  of  the  bills  that  are 
the  subject  of  today's  hearing  have  met  this  critical  test.  We  look 
forward  to  working  with  you  and  your  staffs  as  you  continue  to  ex- 
amine these  important  issues. 

Thank  you. 

[Testimony  resumes  on  p.  75.] 

[The  prepared  statement  of  Mr.  Goettsch  follows:] 
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STATEMENT  OF  CRAIG  A.  GOETTSCH 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

My  name  is  Craig  A.  Goettsch.  I  am  president  of  the  North  American  Securities 
Administrators  Association  (NASAA)  and  superintendent  of  the  Iowa  Securities  Bureau. 
In  the  U.S.,  NASAA  is  the  national  voice  of  the  50  state  securities  agencies  responsible 
for  investor  protection  and  the  efficient  functioning  of  the  capital  markets  at  the  grassroots 
level.   I  appreciate  the  opportunity  to  appear  before  you  today. 

Congress  now  has  before  it  proposals  intended  to  promote  economic  growth  and  credit 
formation  by  extending  to  small  business  and  other  commercial  loans,  including 
commercial  real  estate  loans,  the  advantages  of  a  secondary  market  as  now  exists  for 
home  mortgage  loans,  government-guaranteed  student  loans  and  automobile  loans. 
Supporters  argue  that  encouraging  more  investors  to  enter  the  market,  including  big 
players  such  as  pension  funds  and  insurance  companies,  will  increase  the  potential  to 
significantly  boost  the  flow  of  credit  to  businesses. 

While  NASAA  agrees  with  those  who  have  observed  that  ensuring  the  availability  of 
sufficient  amounts  of  credit  for  American  businesses  is  vital  to  the  creation  of  new  jobs 
and  the  development  of  a  robust  economy,  the  Association  has  concerns  about  certain 
elements  of  the  "Small  Business  Loan  Securitization  and  Secondary  Market  Enhancement 
Act,"^  as  it  appears  in  Title  II,  subtitle  A  of  H.R.  3474,  the  "Community  Development 
Banking  and  Financial  Institutions  Act,"  which  is  now  the  subject  of  a  House-Senate 
conference.  In  addition,  NASAA  would  like  to  take  this  opportunity  to  express  serious 
reservations  about  H.R.  2600,  the  "Business,  Commercial  and  Community  Development 
Secondary  Market  Development  Act,"  which  is  now  pending  before  the  full  House. 

As  such,  NASAA  respectfully  recommends  that  modifications  be  made  to  the  "Small 
Business  Loan  Securitization  and  Secondary  Market  Enhancement  Act"  before  it  is  put 
in  place  and  that  consideration  of  H.R.  2600  be  postponed  to  allow  for  further  study  and 
examination  of  the  issues  raised  in  this  statement.  In  addition  to  discussing  the  specific 
elements  of  the  two  proposed  measures,  NASAA  also  offers  for  this  Subcommittee's 
consideration  and  understanding  details  on  the  efforts  by  state  securities  regulators  to 
promote  legitimate  small  business  capital  formation. 


^  This  legislation  was  intrcxJuced  last  year  by  Senator  D'Amato  and  others  as  S.  384. 
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OVERVIEW 

While  capital  raising  in  the  1980s  often  meant  junk  bonds,  leveraged  buyouts  and  other 
high-rolling  transactions,  the  ennphasis  today  has  shifted  to  the  financing  needs  of  the 
small  businesses  responsible  for  the  vast  majority  of  the  new  expansions  and  start-ups 
yielding  new  jobs,  markets,  innovations  and  tax  revenues  in  the  U.S.  economy. 

Recognizing  that  small  businesses  play  a  vital  and  indispensable  role  in  our  nation's 
economy,  state  securities  regulators  -  individually  and  collectively  through  NASAA  -  have 
devoted  considerable  time  and  energy  over  the  last  several  years  to  developing  innovative 
and  creative  approaches  to  ease  the  way  for  legitimate  small  business  capital  formation 
in  the  U.S.  The  comments  we  offer  here  today  with  respect  to  federal  small  business 
capital  formation  initiatives  are  based  both  on  our  substantial  experience  in  this  area  and 
on  our  many  years  of  serving  as  the  front  line  protection  for  small  investors. 

Securities  agencies  in  states  across  the  country  either  already  have  or  are  now  in  the 
process  of  putting  in  place  the  Small  Corporate  Offering  Registration  (SCOR),  a 
streamlined  question-and-answer  registration  process  allowing  small  firms  to  raise  up  to 
$1  million  in  a  12-month  period.  While  SCOR  may  not  have  been  the  first  small  business 
capital  formation  innovation  in  U.S.  securities  law,  it  does  represent  a  "summing  up"  of  the 
lessons  learned  in  earlier  efforts.  Some  of  the  other  federal  and  state  programs  designed 
to  ease  access  to  the  capital  markets  for  new  and  growing  firms  were  found  in  practice 
to  be  too  complex,  overly  restrictive  or  even  plagued  with  fraud  and  other  abuses.  SCOR 
involves  the  explicit  recognition  that  small  business  capital  formation  initiatives,  if  not 
carefully  crafted,  may  end  up  serving  as  a  vehicle  for  swindles,  just  as  the  penny  stock 
market  in  the  mid  and  late  1980s  came  to  be  dominated  by  fraud. 

State  securities  regulators  understand  as  well  as  anyone  the  delicate  balance  that  must 
be  achieved  between  investor  protection  and  capital  formation.  A  loosely-constructed  or 
ill-defined  approach  to  capital  formation  could  jeopardize  investors,  and  by  extension,  the 
still  fragile  economic  recovery. 

Mr.  Chairman,  no  one  set  out  deliberately  to  create  the  problems  in  the  investment 
marketplace  of  the  1980s,  but  they  happened  because  of  the  gap  between  good 
intentions  and  the  right  specifics.  It  is  one  thing  to  come  out  in  favor  of  the  "motherhood, 
baseball  and  apple  pie"  proposition  of  small  business  capital  formation;  it  is  quite  another 
thing  to  frame  a  plan  that  will  get  scarce  capital  resources  into  the  hands  of  new  and 
expanding  firms  and  keep  it  out  of  the  pockets  of  those  who  would  inflict  costly  fraud  and 
abuse  on  the  investing  public.  It  is  through  this  prism  that  the  benefits  of  any  investment 
initiative  --  no  matter  how  well-intentioned  -  should  be  judged. 
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DEVELOPING  A  SECONDARY  MARKET  FOR  COMMERCIAL  LOANS 

The  Subcommittee  is  reviewing  two  proposals  intended  to  encourage  banks  and  other 
lenders  to  make  small  business,  commercial,  commercial  real  estate  and  community 
development  loans  by  making  it  easier  to  sell  these  loans  in  a  secondary  market.  In 
response  to  the  "credit  crunch"  for  small  businesses  that  surfaced  in  the  early  1990s, 
federal  and  state  lawmakers  and  regulators  began  searching  for  ways  to  increase  the 
capital  available  for  such  enterprises,  it  soon  became  apparent  that  although  small 
businesses  were  starved  for  credit  during  this  time,  no  such  credit  crunch  was  hampering 
homebuyers. 

The  difference,  some  observers  pointed  out,  was  that  there  was  a  strong  secondary 
market  in  residential  mortgages  that  facilitated  the  flow  of  credit  from  the  capital  markets 
to  those  who  wanted  to  finance  a  home.  As  a  result,  it  is  now  widely  believed  that 
securitization  of  residential  mortgages  (as  provided  for  in  the  Secondary  Mortgage  Market 
Enhancement  Act  of  1994,^  or  "SMMEA")  has  served  over  the  years  to  increase  the 
supply  of  capital  to  home  buyers,  ensuring  a  continuous  supply  of  that  capital,  and  at  the 
same  time  bringing  down  the  cost. 

Today,  it  has  been  suggested  that  the  same  approach  be  applied  to  small  business  and 
other  commercial  loans,  including  commercial  real  estate,  and  community  development 
loans.  Although  the  credit  crunch  for  small  businesses  seems  to  be  easing  somewhat 
as  banks  have  started  increasing  lending  activity,  many  still  believe  that  innovations  to 
increase  the  access  of  these  businesses  to  financial  resources  should  be  pursued.  While 
NASAA  does  not  disagree  in  theory  with  such  sentiments,  the  Association  does  have 
concerns  about  how  such  an  approach  will  work  in  practice.  As  a  result,  NASAA 
suggests  that  any  steps  taken  with  respect  to  developing  a  secondary  market  in  this  area 
be  done  so  with  appropriate  and  prudent  concern  for  those  investors  who  will  be 
purchasing  such  securities. 

Specific  comments  on  the  proposed  "Small  Business  Loan  Securitization  and  Secondary 
Market  Enhancement  Act"  and  the  "Business,  Commercial  and  Community  Development 
Secondary  Market  Development  Act"  follow. 

Small  Business  Loan  Securitization  and  Secondary  Market  Enhancement  Act 

Mr.  Chairman,  and  Members  of  the  Subcommittee,  as  expressed  earlier  in  this  statement, 
NASAA  shares  the  interest  of  those  Members  of  Congress  who  want  to  explore  new  ways 
to  facilitate  small  business  capital  formation.  We  recognize  that  the  proposed  "Small 
Business  Loan  Securitization  and  Secondary  Market  Enhancement  Act"  is  a  direct 


PL  98-440,  15  U.S.C.  Section  77r-1. 
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outgrowth  of  that  interest  in  developing  innovative  approaches  to  getting  funds  into  the 
hands  of  the  small  businesspersons  who  have  suffered  under  the  "credit  crunch"  of  the 
last  several  years.  The  legislation  is  modeled  on,  and,  indeed,  extends  the  application  of 
the  "Secondary  Mortgage  Market  Enhancement  Act",  which,  through  the  securitization  of 
home  mortgage  loans,  has  been  credited  with  playing  a  key  role  in  maintaining  a 
continuing  flow  of  bank  credit  to  the  residential  housing  sector  of  our  economy. 

Under  the  "Small  Business  Loan  Securitization  and  Secondary  Market  Enhancement  Act," 
financial  institutions  would  be  allowed  to  originate  loans  to  small  businesses  and  then  sell 
those  loans  to  an  entity  that  would  issue  securities  to  investors.  To  facilitate  this  process, 
the  bill  would  allow  issuers  sufficient  time  to  pool  and  sell  the  securities  and  to  file  a  single 
registration  statement  with  the  Securities  and  Exchange  Commission  (SEC).  State 
securities  registration  requirements  would  be  preempted,  with  the  states  given  a  seven 
year  window  of  opportunity  to  "opt  out"  of  the  preemption.  Banks,  in  some 
circumstances,  would  be  allowed  to  significantly  reduce  the  amount  of  capital  they  are 
required  to  hold  on  small  business  loans  if  they  sell  them  in  the  secondary  market.  In 
addition,  the  bill  would  simplify  the  paperwork  requirements,  allow  pension  funds  and 
insurance  companies  to  buy  securities  backed  by  such  loans  and  change  the  tax  laws 
to  encourage  the  development  of  the  secondary  market.  Finally,  as  approved  by  the  full 
Senate,  the  bill  also  would  allow  for  the  securitization  of  commercial  real  estate  loans. 

NASAA's  general  concerns  with  the  legislation  are  as  follows: 

o  There  are  important  distinctions  between  home  mortgage  loans,  small 

business  loans,  and  commercial  real  estate  loans  that  may  adversely 
impact  investors.  Although  the  legislation  in  question  would  extend  the 
application  of  the  Secondary  Mortgage  Market  Enhancement  Act  to  small 
business  and  commercial  real  estate  loans,  there  are  critical  distinctions 
between  these  types  of  loans  and  home  mortgage  loans.  As  a  result,  the 
concept  behind  SMMEA  may  not  be  easily  translated  when  applied  to  small 
business  or  other  commercial  loans,  including  real  estate. 

NASAA  is  skeptical  that  small  business  and  commercial  real  estate  loans 
can  be  traded  in  the  secondary  market  with  anything  approaching  the 
success  of  the  market  in  home  mortgages.  For  secondary  markets  to 
develop,  those  who  issue  and  underwrite  loan-backed  securities  must  be 
able  to  gather  the  loans  together  into  pools  that  can  be  evaluated  for 
income  and  loan  default  losses.  That  process  provides  the  underwriter  with 
a  good  sense  of  how  to  price  the  securities  and  contributes  to  investor 
confidence. 

Historically,  securitization  has  worked  best  when  the  types  of  loans  being 
pooled  are  alike.  For  example,  home  mortgages  are  generally  standardized 
and  are  relatively  easy  to  package  together  into  loan  pools  that  investors 
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can  accurately  evaluate.  This  clearly  is  not  the  case  with  small  business 
loans,  which  come  in  all  shapes,  sizes  and  sources,  and,  as  a  result,  may 
be  more  difficult  to  package  into  securities  with  measurable  risk.  One 
reason  the  terms  of  small  business  loans  tend  to  vary  so  widely  is  because 
they  are  often  individually  negotiated  to  suit  each  borrower's  unique  credit 
needs.  If  one  result  of  a  secondary  market  is  that  small  business  loans 
become  more  standardized,  it  may  be  that  certain  small  businesses  will  end 
up  with  access  to  fewer  loans. 

Finally,  we  would  point  out  that  problems  associated  with  the  secondary 
mortgage  market  are  now  emerging.  For  example,  an  article  in  the  March 
1, 1993,  issue  of  Forbes  magazine,  "Alice  in  Mortgageland,"  concludes:  "By 
turning  mortgages  into  tradeable  securities,  Wall  Street  made  a  wider  pool 
of  money  available  for  home  buyers,  thus  lowering  the  mortgage  rates. 
That's  good.  But  the  unintended  consequence  was  a  market  of  such 
complexity  that  it  put  investors  at  the  not  so  tender  mercy  of  Wall  Street 
houses  ...  Thus,  with  deft  mathematics,  Wall  Street  and  FNMA  have 
created  a  huge  unregulated  securities  market.''^   (Emphasis  Added.) 

The  need  for  preemption  of  state  laws  has  not  been  demonstrated. 

State  securities  agencies  perform  a  critical  function  in  protecting  state 
residents  from  fraud  and  abuse  in  the  capital  markets.  Preemption  of  that 
authority  robs  a  state  of  the  ability  to  protect  its  citizens  and  should  be 
imposed  in  only  the  most  extraordinary  circumstances.  NASAA  respectfully 
suggests  that  proponents  of  the  "Small  Business  Loan  Securitization  and 
Secondary  Market  Enhancement  Act"  have  not  met  the  burden  of  proof 
necessary  here.  As  was  the  case  under  SMMEA,  this  proposal  would 
preempt  registration  requirements  under  state  securities  laws  for  the  sale 
of  small  business  and  commercial  real  estate-related  securities.  States 
would  be  given  a  seven-year  window  in  which  to  reassert  their  registration 
prerogatives. 

Moreover,  proponents  of  this  legislation  have  stated  that  the  bill  is  designed 
to  promote  interest  in  these  securities  on  the  part  of  large,  institutional 
investors.  If  that  is  the  case,  and  the  goal  is  to  facilitate  investments  by 
pension  plans,  insurance  companies,  or  investment  companies,  there  is  no 
reason  to  preempt  the  states  at  all.  Under  the  Uniform  Securities  Act,  which 
serves  as  the  basis  for  the  securities  laws  in  virtually  every  state, 
transactions  involving  only  institutional  or  accredited  investors  are  exempt 
from  state  registration  requirements.  If  the  bill  is  designed  to  facilitate  the 
sale  to  these  entities  of  small  business  and  commercial  real  estate  loan- 
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backed  securities,  no  preemption  is  necessary. 

In  1984  testimony  before  this  Subcommittee  on  the  subject  of  the  then- 
proposed  SMf^EA,  NASAA  representatives  suggested  that,  at  a  minimum, 
the  state  reassertion  prerogative  be  extended  from  the  proposed  three 
years  to  an  unlimited  time  frame.  While  we  did  not  get  such  an  extension, 
we  were  successful  in  getting  the  states  seven  years  in  which  to  "opt  out" 
of  the  preemption.  It  is  our  understanding  that  10  states"  did  act  within  the 
allotted  time  period  to  reassert  registration  authority  over  mortgage-related 
securities.  The  Association  fully  expects  that  many  more  states  would  act 
to  reassert  authority  over  securities  backed  by  the  inherently  more  risky 
small  business  and  commercial  real  estate-related  loans. 

In  addition,  one  need  only  look  at  the  case  of  limited  partnerships  to 
understand  that  problems  in  the  marketplace  often  take  considerable  time 
to  surface.  We  are  only  now,  nearly  ten  years  later,  learning  about  the 
problems  associated  with  the  limited  partnership  marketplace.  As  a  result, 
NASAA  recommends  unlimrted  time  for  the  states  to  be  able  to  opt  out  of 
the  preemption. 

Lower  grade  securities  are  allowed  under  the  proposed  legislation. 

SMMEA  limited  its  scope  to  securities  rated  in  the  top  two  investment 
grades.  By  contrast,  the  "Small  Business  Loan  Securitization  and 
Secondary  Market  Enhancement  Act"  would  expand  its  scope  to  include  the 
top  four  investment  grades.  By  definition,  medium  grade  investment  bonds 
have  no  assurance  of  faring  well  in  volatile  economic  times.  If  Congress  is 
determined  to  move  forward  with  this  legislation,  it  should,  at  a  minimum, 
limit  its  scope  to  the  two  highest  quality  investment  grades  and  should  not 
expand  its  coverage  to  reach  down  into  the  medium  grades. 

The  measure  would  substitute  rating  sen/ice  "review"  for  government 
review.  This  legislation  would  appear  to  delegate  governmental 
responsibilities  to  private  businesses.  It  is  not  the  function  of  a  rating 
agency  to  police  public  offerings  under  regulatory  provisions  similar  to  those 
found  in  state  and  federal  securities  laws.  The  function  of  a  rating  agency 
is  to  pass  judgment  on  the  ability  of  the  issuer  to  pay  interest  and  principal 
when  due.  The  scope  of  rating  agency  review,  therefore,  is  much  more 
narrow  than  that  of  government  officials  who  operate  under  investor 
protection  mandates.  Unlike  a  governmental  agency,  rating  agencies 
generally  are  devoid  of  any  public  policy  objectives  or  mandates  to  provide 
investor  protection.  In  addition,  we  would  point  out  that,  over  the  last  year 


'  The  10  states  are  Arkansas,  Arizona,  Indiana,  Louisiana,  Maryland,  Minnesota,  New  Mexico,  Oklahonna, 
South  Dakota  and  Utah. 
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or  so,  there  have  been  calls  from  both  within  Congress  and  the  Securities 
and  Exchange  Commission  for  greater  oversight  of  these  ratings  agencies. 
In  a  letter  to  House  Energy  and  Commerce  Committee  Chairman  John 
Dingeli,  SEC  Commissioners  Richard  Roberts  and  Mary  Shapiro  observed 
that:  "Compared  with  the  role  that  rating  agencies  play  in  the  capital 
markets,  the  Commission  receives  relatively  little  about  these  entities  and 
their  operations."^  NASAA  respectfully  suggests  that,  absent  increased 
oversight  of  their  operations,  rating  agencies  should  not  be  given  greater 
regulatory  power  over  the  capital  markets. 

As  you  may  know,  legislation  signed  into  law  in  1992^  directed  the  Secretary  of  the 
Treasury,  the  Director  of  the  Congressional  Budget  Office,  and  the  Chairman  of  the 
Securities  and  Exchange  Commission,  in  consultation  with  the  Administrator  of  the  Small 
Business  Administration,  to  conduct  a  study  of  the  potential  benefits  of,  and  legal, 
regulatory,  and  market-based  barriers  to,  developing  a  secondary  market  for  loans  to 
small  businesses.  Among  the  issues  to  be  studied  were: 

o  Market  perceptions  and  the  reasons  for  the  slow  development  of  a 
secondary  market  for  loans  to  small  businesses; 

o  Means  by  which  to  standardize  loan  documents  and  underwriting  for  loans 
to  small  businesses  relating  to  retail  and  office  space; 

o  The  probable  effects  of  the  development  of  a  secondary  market  for  loans 
to  small  businesses  on  financial  institutions  and  intermediaries,  borrowers, 
lenders,  real  estate  markets,  and  the  credit  markets  generally; 

o  Legal  and  regulatory  barriers  that  may  be  impeding  the  development  of  a 
secondary  market  for  loans  to  small  businesses;  and 

o         The  risks  posed  by  investments  in  loans  to  small  businesses. 

To  the  best  of  our  knowledge,  that  kind  of  rigorous  and  detailed  review  has  not  yet  taken 
place.  It  is  NASAA's  position  that  policymakers  would  benefit  from  such  a  review  and  that 
it  would  be  worthwhile  to  have  it  in  hand  before  moving  fonward  on  these  pending 
legislative  proposals.  However,  recognizing  that  Congress  may  nonetheless  move 
forward  in  the  absence  of  such  a  study,  NASAA  respectfully  recommends  that  Congress 
make  the  following  modifications  to  the  "Small   Business   Loan  Securitization  and 


'  As  reported  by  Roger  Fillion,  'SEC  Officials  Clash  Over  Rating  Agency  Regulation,"  Reuters.  August 
13,  1992  (Executive  News  Service). 

*    Subtitle  B,  Section  31 1  of  the  "Small  Business  Credit  and  Business  Opportunity  Enhancement  Act  of 
1992,"  signed  into  law  on  September  4,  1992. 
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Secondary  Market  Enhancement  Act"  which,  if  accepted,  would  significantly  alleviate  the 
concerns  of  NASAA  with  this  proposed  legislation. 

Most  importantly,  and  as  discussed  above,  NASAA  recommends  that  Congress  limit  the 
application  of  the  preemptive  provisions  of  this  bill  to  transactions  involving  only 
institutional  or  accredited  investors.  Perhaps  the  simplest  way  to  accomplish  this  goal 
would  be  to  apply  the  preemptive  measures  only  to  those  instances  in  which  the 
securities  are  issued  in  large  minimum  denominations  and  thus  most  likely  to  be  marketed 
only  to  institutional  or  accredited  investors.  The  Secondary  Mortgage  Market 
Enhancement  Act  contains  a  similar  limitation  as  one  of  the  alternative  restrictions  for 
sales  of  securities  under  the  Act.  While  the  minimum  amount  included  in  that  Act  is 
$250,000,  we  do  not  believe  a  parallel  provision  in  the  "Small  Business  Loan  Securitization 
and  Secondary  Market  Enhancement  Act"  has  to  be  that  high.  Rather  than  use  the 
approach  taken  in  SMMEA,  in  which  the  preemptive  measures  are  extended  under  three 
alternative  scenarios,  NASAA  suggests  that  this  bill  include  a  minimum  offering  amount 
as  its  sole  criteria  for  applying  the  preemptive  provisions. 

Such  a  change  should  not  diminish  the  potential  success  of  the  proposed  legislation.  We 
understand  from  those  involved  in  the  secondary  mortgage  market  that  most  of  these 
securities  currently  are  sold  to  large  purchasers,  such  as  insurance  companies,  pension 
plans  or  investment  companies.  Furthermore,  it  is  our  understanding  that  the  relatively 
small  commissions  associated  with  the  sale  of  these  securities  do  not  support  a  retail 
sales  structure.  We  see  no  reason  why  the  securitization  of  small  business  or  commercial 
real  estate  loans  would  produce  a  different  result.  Indeed,  because  of  the  arguably  riskier 
nature  of  small  business  loans,  it  may  be  that  such  margins  will  be  lower  than  those  found 
in  home  real  estate  mortgages. 

If  Congress  does  not  modify  the  preemptive  provisions,  NASAA  would  recommend  that 
the  following  alternative  revisions  be  explored: 

o  Limit  the  registration  exemption  to  only  the  top  two  investment 
grades.  Grades  three  and  four,  the  so-called  "medium  investment 
grades,"  have  no  assurance  that  payment  can  be  made  if  the 
economy  suffers  a  significant  downturn.  Such  bonds  are  more 
volatile  and  thereby  less  suitable  to  a  sizeable  portion  of  the  investing 
population.  This  less  sophisticated  segment  of  the  investing  public 
is  precisely  the  group  that  we  believe  stands  to  benefit  from  the  state 
registration  process. 

O  Allow  the  states  to  reassess  their  registration  authority  at  any 
time  in  the  future.  While  NASAA's  preference  would  be  for  an 
unlimited  opt  out  period,  the  Association  suggests  that  at  a  minimum, 
states  be  granted  a  ten-year  window  in  which  to  opt  out  of  the 
preemption.       It   takes   time   for    new    products   to    reach    the 
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marketplace.  More  to  the  point,  and  as  you  are  well  aware,  it  takes 
several  years  to  identify  problems  with  new  investment  products  and 
to  react  to  those  problems.  States  need  both  the  flexibility  to  be  able 
to  react  to  potential  investor  protection  problems  and  the  time  to  do 
so. 

o  Prohibit  the  use  of  credit  enhancements  to  obtain  the  requisite 
investment  grade  rating  required  by  the  bill.  Under  SMMEA, 
syndicators  of  mortgage-backed  securities  that  do  not  meet  the 
investment  grade  criteria  can  purchase  private  insurance  as  a  credit 
enhancement.  The  rating  agencies,  looking  phmarily  to  the  assets 
of  the  insurer  rather  than  the  underlying  property,  have  in  certain 
instances  assigned  the  securities  an  investment  grade  consistent 
with  SMMEA  requirements. 

In  the  mid-to-late  1980s,  the  real  estate  bubble  burst  and  some 
syndicators  began  defaulting  on  their  debt  obligations.  The  most 
notorious  case  was  that  of  Equity  Programs  Investment  Corp. 
(EPIC),  which  had  purchased  insurance  to  obtain  the  requisite 
SMMEA  rating.  When  it  defaulted  on  its  bonds,  however,  the  insurer 
refused  to  pay,  stating  that  EPIC  had  procured  the  insurance  by 
fraudulent  means.  Many  of  EPIC'S  bonds  were  held  by  savings  and 
loans  and  its  default  on  over  $1  billion  worth  of  securities  contributed 
to  the  demise  of  many  of  these  financial  institutions. 

To  avoid  a  repeat  of  this  fiasco,  NASAA  recommends  that  the 
legislation  be  modified  to  prohibit  the  use  of  credit  enhancements  to 
obtain  the  requisite  investment  grade  rating  required  by  the  bill. 
Investors  should  have  the  benefit  of  knowing  that  the  rating  assigned 
by  the  national  rating  organization  reflects  an  independent,  in-depth 
examination  of  the  value  of  the  underlying  assets  and  the  ability  of 
the  issuer  to  repay  the  debt.  If  it  is  determined  that  credit 
enhancements  are  necessary,  NASAA  urges  that  they  be  limited  to 
irrevocable  letters  of  credit  issued  by  a  bank  subject  to  state  or 
federal  regulations.  Use  of  a  bank  letter  of  credit  provides  assurance 
that  funds  will  be  available  to  investors  upon  default  with  the  risk  of 
the  fraud  borne  by  the  issuer,  not  the  investor. 

In  short,  care  should  be  taken  to  minimize  the  potential  for  high-pressure  marketing  of 
these  potentially  risky  securities  to  financially  unsophisticated  investors.  It  would  be 
unfortunate  if,  over  time,  the  marketplace  for  these  securities  came  to  be  shunned,  and 
as  a  result,  small  businesses  found  themselves  with  even  less  access  to  financing  than 
they  have  today.  Finally,  NASAA  has  serious  concerns  about  including  commercial  real 
estate  loans  in  this  package. 
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H.R.  2600.  the  "Business.  Commercial  and  Community  Development  Secondary 
Market  Development  Act" 

Mr.  Chairman  and  Members  of  the  Subcommittee,  the  concerns  expressed  by  NASAA 
with  respect  to  the  proposed  "Small  Business  Loan  Securitization  and  Secondary  Market 
Enhancement  Act"  are  greatly  amplified  when  rt  comes  to  H.R.  2600.  NASAA  has  strong 
reservations  about  this  bill  and  respectfully  suggests  that  consideration  of  it  be  put  on 
hold  pending  further  review  and  study. 

First,  NASAA  would  point  out  that  H.R.  2600  suffers  from  the  same  deficiencies  as  are 
found  in  the  "Small  Business  Loan  Securitization  and  Secondary  Market  Enhancement 
Act."  in  addition,  H.R.  2600  contains  provisions  that  go  beyond  those  found  in  the 
aforementioned  bill  and  includes  a  host  of  other  provisions  that  are  deeply  troubling  to 
NASAA.  For  example  the  scope  of  H.R.  2600  is  considerably  broader  than  that  of  the 
"Small  Business  Loan  Securitization  and  Secondary  Market  Enhancement  Act,"  which, 
upon  introduction  was  limited  to  loans  to  small  businesses  that  meet  the  Small  Business 
Administration  criteria.  (Subsequently,  the  bill  was  amended  to  include  commercial  real 
estate  loans.)  H.R.  2600  would  extend  this  concept  to  include  business,  commercial  and 
community  development  loans  and  other  debt  instruments  of  any  size. 

The  proposed  legislation  also  would  authorize  the  creation  of  "secondary  market 
facilitating  organizations"  ("SMFOs").  These  new  entities  would  be  certified  by  the  U.S. 
Treasury  Department,  which  also  would  establish  capital  standards  and  loss  reserve 
requirements,  promulgate  minimum  operating  standards  and  reporting  requirements,  and 
arrange  for  regulatory  examinations. 

These  are  the  traditional  regulatory  and  supervisory  functions  of  investment  products 
carried  out  by  the  Securities  and  Exchange  Commission.  However,  for  entities  regulated 
by  the  SEC,  this  bill  would  create  a  parallel  regulatory  structure  that  duplicates  the  work 
of  the  Commission.  If  Congress  determines  to  move  forward  with  this  bill,  NASAA 
respectfully  suggests  that  SMFOs  be  subject  to  the  federal  Investment  Company  Act  and 
to  the  exclusive  regulatory  authority  of  the  SEC. 

Finally,  the  preemption  of  state  securities  laws  in  this  bill  appears  oQt  to  include  an  "opt 
out"  for  those  states  wishing  to  override  the  preemption. 


THE  STATE  EXPERIENCE 

As  mentioned  above,  much  of  the  securities  regulation  in  the  U.S.  is  an  ongoing  effort  to 
keep  in  balance  the  scales  of  "investor  protection"  and  "capital  formation".  With  too  little 
emphasis  on  investor  protection,  the  scales  may  tip  in  favor  of  a  re-occurrence  of 
something  on  the  order  of  the  multi-biilion-dollar  penny  stock  scams  of  the  1980s.  If  the 
scale  of  capital  formation  is  "shorted,"  then  the  process  of  securities  regulation  may 
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become  burdensome  and  costly  for  small  businesses  seeking  access  to  financing 
sources.  Nowhere  has  this  balancing  act  been  more  of  a  day-to-day  fact  of  life  than  in 
state  securities  agencies,  which  are  entrusted  with  overseeing  both  investor  protection 
and  the  efficient  functioning  of  the  capital  markets  at  the  grassroots  level  in  the  U.S. 

THE  EMERGENCE  OF  SCOR 

In  the  wake  of  the  adoption  by  Congress  of  the  Small  Business  Investment  Incentive  Act 
of  1980,  the  U.S.  Securities  and  Exchange  Commission  (SEC)  deferred  to  the  states  on 
oversight  of  many  offerings  of  $1  million  or  less.  State  securities  agencies  responded  with 
a  variety  of  rules  and  exemptions  to  assist  small  businesses  in  their  capital  formation 
efforts.  From  this  round  of  innovative  efforts  emerged  an  experiment  in  Washington  State, 
where  officials  at  the  Securities  Division  of  the  Department  of  Licensing  worked  with 
members  of  the  local  securities  bar  to  craft  a  simplified  program  allowing  small  businesses 
to  make  a  public  stock  offering. 

The  goal  in  Washington  state  was  to  develop  a  streamlined  disclosure  document  that  an 
entrepreneur  armed  with  a  basic  business  plan  could  complete  with  only  limited 
professional  assistance  and  other  costs.  (The  form  also  was  to  be  intelligible  to  attorneys 
and  accountants  who  are  not  securities  specialists.)  The  State  settled  upon  a  simplified 
question-and-answer  document.  Once  registered,  the  completed  form  doubles  as  a 
prospectus.  This  simplified  disclosure  process  (1)  greatly  reduces  the  expenses 
associated  with  an  offering,  (2)  sets  out  the  basic  information  needed  to  comply  with  state 
and  federal  securities  laws,  and  (3)  anticipates  the  questions  most  often  posed  by 
individual  investors,  venture  capitalists  and  investment  bankers.  Important  safeguards 
have  been  put  in  place  to  address  concerns  that  the  SCOR  program  might  be  abused  as 
a  vehicle  for  fraudulent  offerings.  For  example,  the  scope  of  permissible  SCOR  offerings 
has  been  narrowed  somewhat  and,  as  a  result,  blind  pool  offerings  and  penny  stocks  are 
not  permitted.  Likewise,  SCOR  is  not  open  to  any  issuer  who  has  been  the  subject  of  a 
range  of  specific  law  enforcement  actions. 

The  Washington  state  program^  was  met  with  immediate  interest  on  the  part  of  eager 
small  issuers.  The  innovative  program  in  Washington  state  went  national  in  April  1989  as 
the  Small  Corporate  Offering  Registration  (SCOR),*  which  was  adopted  as  a  model  for 
use  by  the  membership  of  the  North  American  Securities  Administrators  Association. 


'  The  stale's  innovative  program  was  a  recipient  of  the  prestigious  Arthur  D.  Little  Excellence  in 
Economic  Development  award  in  1990. 

'  SCOR  is  variously  referred  to  as  Form  U-7  (in  recognition  of  the  NASAA  designation  for  the  underlying 
uniform  form),  SCORF  (Small  Corporate  Offering  Registration  Form),  or  ULOR  (Uniform  Umited  Offering 
Registration).   Individual  states  also  may  have  their  own  titles  for  this  program. 
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NEW  DEVELOPMENTS 

Though  there  has  been  less  than  five  years  of  nationwide  experience  with  SCOR,  it 
already  is  apparent  that  this  new  approach  to  addressing  small  business  capital  formation 
is  catching  on.  Several  states  have  followed  in  Washington  state's  footsteps,  adding  their 
own  innovative  twists  to  foster  the  further  success  of  SCOR  and  other  small  business 
initiatives.  Many  state  securities  agencies  are  now  establishing  in-house  small  business 
assistance  centers,  seminar  programs,  and  outreach  to  potential  undenwriters  and  major 
investors. 

Today,  NASAA  and  its  members  continue  to  explore  new  ways  in  which  to  facilitate 
legitimate  small  business  capital  formation  under  the  SCOR  program.  For  example, 
NASAA's  Small  Business  Capital  Formation  Committee  has  been  charged  with  studying 
the  feasibility  of  moving  to  a  regional  review  system  for  SCOR  filings.  The  goal  of  this 
study  is  to  determine  whether  such  an  approach  would  simplify  the  review  process  for 
issuers  and  at  the  same  time  address  each  state's  regulatory  concerns. 

NASAA  also  is  pleased  that  the  Securities  and  Exchange  Commission  has  adopted  the 
SCOR  form  as  an  optional  form  for  Regulation  A  filings  of  $5  million  or  less.  Separately, 
NASAA  is  considering  whether  state-level  regulations  should  be  adjusted  to  allow  for 
offerings  of  up  to  $5  million  under  the  SCOR  format.  As  the  "laboratory  of  the  states" 
brings  forth  additional  success  stories  under  SCOR  (and  other  efforts  designed  to 
encourage  small  business  capital  formation),  it  will  be  shared  through  the  network  of  state 
securities  regulators  that  NASAA  comprises.  It  also  is  our  intention  to  continue  to  work 
cooperatively  with  the  SEC  to  facilitate  legitimate  small  business  capital  formation. 

CONCLUSION 

Mr.  Chairman  and  Members  of  the  Subcommittee,  NASAA  appreciates  the  opportunity 
to  appear  here  today  to  discuss  an  issue  that  state  securities  regulators  know  quite  a  bit 
about  -  facilitating  small  business  capital  formation.  But,  state  securities  regulators  also 
understand  as  well  as  anyone  the  delicate  balance  that  must  be  arrived  at  between 
investor  protection  and  capital  formation.  As  a  result,  NASAA  respectfully  urges  you  to 
make  certain  modifications  to  the  Small  Business  Loan  Securitization  and  Secondary 
Market  Enhancement  Act  and  to  put  H.R.  2600  on  hold  pending  further  review.  NASAA 
and  its  members  hope  to  work  closely  with  this  Subcommittee  as  you  move  forward  on 
these  small  business,  initiatives. 

Thank  you. 


75 

Mr.  Markey.  Thank  you  very  much,  Mr.  Groettsch. 

Our  next  witness,  Edwin  Sidman,  is  managing  partner  of  the 
Beacon  Companies,  chairman  of  Beacon  Properties  Corporation.  He 
hails  from  Massachusetts  and  Mr.  Sidman  is  a  very  popular  man 
today,  perhaps  the  most  popular  person  who  has  ever  testified  be- 
fore this  subcommittee,  representing  no  less  than  three  organiza- 
tions today,  the  National  Realty  Committee,  the  National  Associa- 
tion of  Realtors  and  the  Mortgage  Bankers  Association. 

We  welcome  you  to  the  subcommittee.  Whenever  you  feel  com- 
fortable, please  begin. 

STATEMENT  OF  EDWIN  N.  SIDMAN 

Mr.  Sidman.  Thank  you,  Mr.  Chairman  and  members  of  the  com- 
mittee. I  appreciate  that  warm  introduction.  And  I  want  to  thank 
each  of  you  for  addressing  the  problems  of  affordable  credit  and  ac- 
cess to  the  capital  markets.  My  appearance  today  is  on  behalf  of 
the  National  Realty  Committee,  which  I  serve  on  as  senior  vice- 
chair,  the  Mortgage  Bankers  Association  of  America,  and  the  Na- 
tional Association  of  Realtors. 

These  three  organizations  strongly  support  the  adoption  of  poli- 
cies that  will  protect  against  what  would  be  a  devastating  recur- 
rence of  the  credit  crisis  and  would  liquefy  existing  mortgage  debt 
portfolios  held  by  bank  and  life  insurance  companies. 

The  roll-over  risk  in  those  portfolios  exists  today,  will  exist  for 
the  next  several  years  and  requires  some  steps  to  ameliorate  the 
problem.  Central  to  this  goal  are  policies  that  ensure  an  appro- 
priate flow  of  credit  and  capital  for  new,  commercial  and,  multifam- 
ily  real  estate  mortgages  and  for  the  refinancing  of  these  existing 
loans.  Such  policies  would  help  maintain  the  health  of  commercial 
banks,  life  insurance  companies  thrifts  and  pension  funds  that 
today  hold  in  their  portfolios  about  $800  billion  of  commercial  and 
multifamily  real  estate  mortgage  loans. 

Clearly,  as  the  recent  credit  crisis  illustrates,  without  stabilized 
asset  values  and  adequate  market  liquidity,  real  estate  can  retard 
local  tax  bases  and  the  entire  national  economy.  Real  estate  em- 
ploys 8  million  individuals  directly  in  this  country,  is  accountable 
for  25  percent  of  the  gross  national  product  and  pays  %  of  State 
and  local  taxes. 

Our  three  groups  believe  that  advancing  commercial  mortgage 
securitization  is  one  of  the  fundamental  means  of  providing  the  li- 
quidity necessary  for  stable  asset  values  and  healthy  financial  in- 
stitutions. Legislation  before  this  subcommittee  and  Congress 
would  help  advance  this  goal  while  maintaining  necessary  investor 
and  taxpayer  safeguards.  That  is,  this  legislation  would  not  in  any 
way  increase  the  risk  to  the  financial  system.  In  fact,  it  would  do 
just  the  opposite  and  I  will  explain  that  in  a  moment. 

H.R.  3642  was  introduced  last  year  by  Representatives  Frank, 
Leach,  Baker  and  Moran  and  is  cosponsored  by  90  Members  of  the 
House.  We  strongly  urge  its  adoption  this  year.  I  should  note  that 
the  major  aspects  of  this  bill  are  included  in  H.R.  2600.  However, 
we  have  serious  concerns  with  other  provisions  of  that  bill  which 
would  create  a  new  and  duplicative  regulatory  scheme  for  a  market 
that  already  exists. 
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On  reflection,  I  would  say  that  the  recent  commercial  real  estate 
finance  problems  are  in  many  ways  comparable  to  the  liquidity 
problems  experienced  by  residential  mortgage  markets  during  the 
1970's  and  1980's.  The  development  of  an  active  secondary  market 
and  the  advent  of  new  forms  of  mortgage-backed  securities  pro- 
vided a  timely  solution  to  a  potentially  disastrous  situation,  that 
once  increasing  market  efficiency,  liquidity  and  predictability  by  al- 
lowing for  the  trading  of  real  estate  based  financial  instruments. 

Had  a  similar  secondary  market  for  commercial  and  multifamily 
mortgages  been  in  place  in  the  late  1980's,  the  liquidity  crisis  that 
affected  real  estate  and  other  industries  earlier  in  this  decade 
would  not  have  been  quite  as  severe. 

The  commercial  mortgage  secondary  market  remains  restricted, 
however,  hampered  both  by  private  sector  practices  and  by  legisla- 
tive and  regulatory  obstacles.  We  in  the  private  sector  are  develop- 
ing more  standardized  loan  documentation,  underwriting  criteria 
and  terminology  so  that  loans  can  be  more  easily  pooled  and  rated, 
and  we  are  collecting  historic  data  necessary  to  determine  with 
greater  certainty  how  loans  of  various  types  and  terms  will  perform 
over  time. 

We  also  believe  adoption  of  several  public  policy  changes  is  nec- 
essary. We  offer  these  recommendations  recognizing  that  the  mar- 
ket itself  is  much  further  along  today  than  it  was  in  1984  when 
SMMEA  was  enacted.  Despite  that  fact,  commercial  mortgages  are 
larger  and  less  homogeneous  than  home  mortgages. 

Commercial  mortgages  are  being  securitized  and  sold  and  at  a 
reasonable  clip.  The  first  quarter  of  this  year,  for  example,  showed 
27  commercial-backed  mortgage  security  transactions  for  a  total  is- 
suance of  about  $3  billion.  Even  more  must  be  done  to  reduce 
waste  and  enhance  efficiency  however,  and  that  would  extend  the 
benefits  of  the  Secondary  Mortgage  Market  Enhancement  Act  to 
commercial  real  estate  transactions. 

The  bill  before  you  would  also  amend  reserve  requirements  that 
would  be  modified  for  commercial  banks  engaging  in  subordination 
transactions.  We  do  not  seek  or  recommend  new  government  credit 
guarantees.  However,  some  form  of  private  credit  enhancement  is 
needed  to  facilitate  the  securitization  of  commercial  mortgages.  The 
residential  market  dealt  with  this  situation  for  conventional  non- 
conforming loans  with  an  internal  form  of  credit  enhancement 
known  as  subordination.  Capital  requirements  should  facilitate  the 
same  for  commercial  loans. 

In  conclusion,  these  changes  would  even  out  commercial  real  es- 
tate capital  and  credit  flows,  thus  reducing  the  likelihood  of  tre- 
mendous overflows  followed  by  periods,  Mr.  Chairman,  of  extreme 
liquidity  withdrawal  that  severely  penalizes  borrowers  of  all  kinds 
who  rely  on  real  estate  collateral.  It  would  require  greater  dis- 
bursement of  information  on  real  estate  and  the  entities  that  buy, 
sell  and  manage.  That  would  be  a  good  thing.  And  by  virtue  of  the 
greater  standardization  of  underwriting  and  increased 
securitization  opportunities  an  expanded  secondary  market  would 
result  in  less  financial  risk  for  lenders  and  institutions  alike  and 
the  individual  investors,  savers  and  taxpayers  who  rely  on  their 
safety  and  soundness.  Thus,  the  legislative  and  regulatory  changes 
to  SMMEA,  ERISA  and  risk-based  capital  rules,  all  part  of  H.R. 
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3642,  would  be  very  helpful  in  moving  today's  growing  commercial 
secondary  market  ahead. 

We  urge  your  action  on  this  legislation  and  we  look  forward  to 
working  with  you  and  your  colleagues  toward  the  development  of 
a  broad-based  commercial  secondary  market. 

Thank  you. 

[The  prepared  statement  of  Mr.  Sidman  follows:] 


r 
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^  STATEMENT  OF 

EDWIN  N.  SIDMAN 


Introduction 


Mr.  Chairman,  my  name  is  Edwin  N.  Sidman.  I  am  Chairman  of  Beacon 
Properties  Corporation,  a  national  commercial  real  estate  corporation  based  in  Boston, 
Massachusetts. 

I  want  to  thank  you  and  members  of  the  subcommittee  for  your  commitment  to 
promoting  capital  availability  by  addressing  the  problems  of  affordable  credit  and  access  to 
the  capital  markets,  and  for  this  opportunity  to  provide  testimony  regarding  what  I  believe 
to  be  a  critical  and  timely  issue  —  that  is,  increased  liquidity  for  one  of  America's  greatest 
tangible  capital  asset  classes,  real  estate,  which  is  today  valued  between  SIO  and  $15 
trillion.  I  am  particularly  supportive  of  legislation  such  as  H.R.  3642  which  would  aid  in 
guarding  against  future  unnecessary  credit  shortages  of  the  type  the  nation,  and  we  in  New 
England  in  particular,  experienced  earlier  this  decade. 

Summary 

I  am  appearing  here  today  in  behalf  of  National  Realty  Committee  (for  which  I 
serve  as  senior  vice  chairman),  the  Mortgage  Bankers  Association  of  America,  and  the 
National  Association  of  Realtors.  These  three  organizations  strongly  support  the  adoption 
of  those  policies  that  will  help  to  avoid  a  repeat  of  the  type  of  credit  crisis  this  nation 
endured  in  the  early  1990s.  Central  to  this  goal  are  policies  that  seek  to  assist  maintaining 
stable  real  estate  asset  values  by  ensuring  an  appropriate  flow  of  capital  both  for  new 
commercial  and  multifamily  real  estate  mortgages  and  the  refinancing  of  existing  loans. 
Such  policies  will  help  to  maintain  the  health  of  commercial  banks,  life  insurance 
companies,  thrifts  and  pension  funds  that  today  hold  in  their  portfolios  about  S800  billion 
of  commercial  and  multifamily  real  estate  mortgage  loans.  Clearly,  as  the  recent  credit 
crisis  illustrated,  without  stabilized  asset  values  and  adequate  liquidity,  real  estate  can 
retard  the  entire  national  economy. 

We  strongly  believe  that  advancing  commercial  mortgage  securitization  is  one  of 
the  fundamental  means  of  providing  the  liquidity  necessary  for  stable  asset  values  and 
healthy  financial  institutions.  Legislation  before  this  subcomrriittee  and  Congress  (H.R. 
3642,  introduced  by  Representatives  Barney  Frank,  Tim  Leach,  Richard  Baker,  and  Tim 
Moran  and  cosponsored  by  90  Members  of  the  House)  could  significantly  help  accomplish 
this  goal  —  and  we  believe  this  would  be  consistent  with  maintaining  current  investor  and 
taxpayer  protections. 

H.R.  3642  would  extend  the  Secondary  Mortgage  Market  Enhancement  Act 
(SMMEA)  to  highly  rated  commercial  real  estate  securities,  modify  the  reserve 
requirements  for  commercial  banks  engaging  in  subordination  transactions,  and  treat 
commercial  mortgage  loan  pools  the  same  under  the  Employment  Retirement  Income 
Security  Act's  (ERISA)  "parties-in-interest"  rules  as  residential  mortgage  loan  pools  are 
now  treated.  We  strongly  urge  adoption  of  this  legislation. 

I  should  add,  however,  that  although  aspects  of  H.R.  3642  are  included  in  H.R. 
2600,  we  have  very  serious  concerns  about  those  aspects  of  H.R.  2600  that  propose  to 
create  a  new  and  duplicative  regulatory  scheme  for  a  market  that  already  exists.  The 
potential  result  of  this  provision  would  be  the  creation  of  confusing,  overlapping 
regulatory  oversight  that  could  halt  some  ongoing  transactions  and  undermine  a  fair  and 
efficient  application  of  federal  securities  laws. 
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Importantly,  our  organizations  recognize  that  sensible  public  policies  alone  will  not 
assure  the  growth  and  vitality  of  the  type  needed  in  the  commercial  real  estate  mortgage 
secondary  market.  Therefore,  our  three  trade  groups  —  acting  through  what  we  call  The 
Capital  Consortium  —  began  over  a  year  ago  to  jointly  pursue  a  number  of  private-sector 
initiatives  geared  toward  providing  greater  homogeneity  of  commercial  loans  and  their 
accompanying  documents,  and  more  reliable  historical  data  on  commercial  loan 
performance.  Providing  greater  standardization  in  loan  documentation  and  a  greater  base 
of  knowledge  concerning  historical  loan  performance  are  critical  to  a  more  vibrant 
secondary  market,  and  we  are  fully  committed  to  this  project.  We  expect  substantial 
progress  to  have  been  achieved  by  year-end.  These  initiatives,  together  with  the  public 
policy  modifications  contained  in  H.R.  3642,  would  contribute  mightily  to  a  necessary 
modernization  of  the  commercial  and  multifamily  real  estate  finance  sector. 

Real  Estate  Securitization  Today 

Securitization  converts  illiquid  real  estate  assets  into  marketable  securities  that  are 
desirable  investments  for  a  broad  range  of  investors,  including  pension  funds,  insurance 
companies,  foreign  investors,  banks,  thrift  institutions,  mutual  fijnds  and  investment  funds. 
These  securities  are  backed  by  pools  of  commercial-mortgage  loans  or,  less  commonly,  by 
a  loan  on  a  single  property  such  as  a  regional  shopping  mall,  multifamily  apartment 
building  or  office  complex.  Cashflows  on  the  underlying  mortgages  are  segmented  to 
create  classes  of  securities  that  differ  by  risk  profile,  maturity  and  other  attributes  in  order 
to  meet  the  requirements  of  particular  investor  groups.  As  a  result,  investors  have  a  broad 
selection  of  securities.  Conservative  investors  can  invest  in  triple-A  securities  backed  by 
priority  distributions  of  available  cash  flows.  Those  willing  to  accept  more  risk  in  return 
for  higher  yields  can  invest  in  securities  with  lower  ratings. 

Assuming  the  undedying  properties  meet  their  rating  criteria,  these  securities  are 
given  credit  ratings  by  agencies  such  as  Standard  and  Poors  or  Duff  and  Phelps.  Investors 
then  are  able  to  compare  the  risks  of  owning  them  with  the  risks  of  owning  corporate 
bonds  or  other  investments. 

These  securities  can  be  structured  so  that  there  may  be  less  risk  in  owning  them 
than  in  owning  the  underlying  assets  directly  —  for  example,  issuers  can  use  various  forms 
of  credit  enhancement  to  guarantee  payments  to  the  investor.  (Subordination  transactions 
described  later  in  this  statement  are  the  most  desirable  and  efficient  form  of  private  credit 
enhancement). 

The  volume  of  new  commercial  real  estate  mortgage-backed  securitizations  has 
increased  from  under  $1  billion  in  1988  to  an  estimated  $1 1  billion  in  1993.  In  the  first 
quarter  of  1994,  27  commercial  mortgage-backed  securities  transactions  were  completed, 
10  of  which  were  collateralized  by  debt  on  retail  properties  and  seven  by  mortgages  on 
multifamily  developments,  for  a  total  commercial  real  estate  mortgage-backed  securities 
issuance  of  about  $3  billion.  While  these  are  significant  sums,  commercial  and  multifamily 
property  sales  typically  require  about  $110  billion  in  new  financial  commitments  each  year, 
with  a  similar  amount  required  annually  for  property  refinancing  and  improvements. 
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Clearly,  based  on  this  growing  market  and  investor  interest,  commercial  real  estate 
mortgages  now  have  a  track  record  demonstrating  that  they  are  able  to  be  pooled  and 
securitized  quite  successfully.  Lenders  want  to  engage  in  the  transactions,  investors  desire 
to  purchase  the  securities,  and  borrowers  of  all  types  benefit.  And,  a  strong  case  can  be 
made  that  securitization  of  mortgages  decreases  the  risk  inherent  in  the  investment  in  any 
one  single  loan.  This  is  due  to  the  diversification  characteristics  of  the  assets  that  back  the 
mortgage  security.  For  example,  the  underlying  assets  will  vary  by  product  type,  tenant 
mix,  geographic  location,  and  lease  term.  Diversification  of  investment  reduces  risk  to  the 
investor. 

Expanding  securitization  opportunities  for  commercial  and  multifamily  real  estate 
loans  would: 

•  Provide  liquidity  for  real  estate  owners  and  lenders; 

•  Reduce  lenders'  exposure  to  real  estate  by  spreading  the  risk  and  freeing-up  funds 
for  borrowers  of  all  types  searching  for  the  credit  and  capital  necessary  to  begin, 
maintain  and  grow  their  businesses; 

•  Help  standardize  commercial  mortgage  terminology  and  underwriting  criteria; 

•  Provide  safer  investments  through  information  disclosure  and  risk-sharing; 

•  Create  new  sources  of  capital  investment  unavailable  from  traditional  lenders; 

•  Make  the  commercial  mortgage  market  more  efficient  by  providing  credit  at 
reduced  costs;  and 

•  Ultimately  reduce  in  a  significant  way  the  likelihood  of  another  credit  crunch  by 
evening  out  flows  of  funds  throughout  all  phases  of  the  economic  cycle. 

Recommendations 

Despite  these  broad-scale  potential  benefits,  the  commercial  mortgage  secondary 
market  remains  restricted,  hampered  both  by  private-sector  practices,  and  by  legislative 
and  regulatory  obstacles.  While  our  three  organizations,  acting  through  The  Capital 
Consortium,  will  continue  to  address  the  private  sector  issues  of  greater  loan  document 
standardization  and  historical  data  collection,  we  believe  adoption  of  the  following  three 
public  policy  changes,  each  of  which  is  contained  in  H.R.  3642,  are  necessary  before  a 
broad-based  commercial  mortgage  secondary  market  can  be  established: 

Extend  the  Secondary  Mortgage  Market  Enhancement  Act  to  commercial  real  estate 
securities.  SMMEA  was  enacted  in  1 984  to  help  increase  the  attractiveness  and  liquidity 
of  mortgages  and  mortgage-related  securities  in  order  to  promote  the  development  of  a 
private  (i.e.,  non-govemmentally  guaranteed)  secondary  market.  The  principal  benefits 
provided  under  SMMEA  are  the  preemption  of  state  securities  law  registration 
requirements  (i.e.,  "blue  sky"  laws),  and  state  legal  investment  restrictions.  The  securities 
law  preemption  reduces  the  cost  of  a  public  offering  by  eliminating  the  need  for  essentially 
duplicative  federal  and  state  securities  registrations.  The  legal  investment  preemption 
allows  certain  state-chartered  or  state-regulated  entities  to  invest  in  certain  types  of 
mortgages  or  mortgage-related  securities.  Examples  of  such  entities  would  include  state- 
regulated  banks  and  thrift  institutions,  pension  funds  and  insurance  companies. 
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SMMEA  does  not  overrule  or  preempt  other  federal  or  state  restrictions  or 
limitations  on  investment,  such  as  ERISA,  federal  or  state  capital  or  safety  and  soundness 
requirements,  state  insurance  reserve  requirements,  etc. 

SMMEA  currently  provides  these  state-law  preemption  benefits  for  two  distinct 
types  of  mortgage-related  investments.  (1)  residential  mortgage  securities  that  qualify  as 
"mortgage-related  securities"  under  Section  3(a)(41)(A)(i)  of  the  Securities  Exchange  Act 
of  1934,  and  (2)  residential  or  commercial  mortgage  loans  and  participations  that  are 
exempt  fi^om  registration  under  Section  4(5)  of  the  Securities  Act  of  1933  ("the  1933 
Act"). 

Thus,  under  current  law,  commercial  mortgage  notes  and  participations  in  such 
notes  can  qualify  for  the  state-law  preemption  benefits  of  SMMEA,  but  only  if  they  qualify 
under  Section  4(5)  of  the  1933  Act,  a  provision  that  was  originally  added  to  the  1933 
Securities  Act  in  1975.  The  technical  requirements  for  qualifying  commercial  mortgage 
notes  and  participations  under  that  1975  provision  —  as  opposed  to  the  more  modem 
"mortgage-related  security"  definition  drafted  in  1984  —  are  out-of-step  with 
developments  in  the  residential  and  commercial  mortgage  markets  since  1975. 

For  example,  the  1984  definition  of  "mortgage-related  security"  anticipated  the 
enactment  of  the  real  estate  mortgage  investment  conduit  (REMIC)  provisions  that  were 
originally  proposed  as  companion  legislation  to  SMMEA.  As  a  result,  REMIC  securities  can 
qualify  under  the  "mortgage-related  security"  definition.  Unfortunately,  many  such  securities 
would  probably  not  qualify  as  "mortgage  participations"  under  the  1 975  provision,  which  was 
drafted  in  contemplation  of  the  more  primitive  form  of  mortgage  participation  that  was 
commonplace  in  the  1970's,  but  which  has  since  been  surpassed  by  REMICs  as  the  state  of  the 
art  for  mortgage  securitization.  There  are  a  number  of  other  technical  limitations  that  would  be 
avoided  by  qualifying  under  the  more  modem  "mortgage-related  security"  definition. 

H.R.  3642  (as  well  as  S.  1275,  the  Senate-approved  community  development  banking 
legislation)  would  allow  commercial  mortgages  and  mortgage-backed  securities  to  qualify  for 
SMMEA's  benefits  by  qualifying  as  "mortgage- related  securities"  under  the  same  standards 
applicable  to  residential  securities. 

This  provision  will  allow  a  greater  number  of  commercial  and  multifamily  mortgage- 
backed  investments  to  enjoy  the  benefits  of  SMMEA.  However,  the  nature  of  the  commercial 
•mortgage-backed  securities  that  can  qualify  under  the  new  rule  will,  in  some  very  important 
ways,  be  more  restrictive  than  the  commercial  mortgage  loans  and  participations  that  have  been 
permitted  to  enjoy  SMMEA  benefits  since  1984.  Thus,  this  is  a  modernization  of  the  technical 
rules  consistent  with  existing  Congressional  policies  underlying  the  1984  enactment  of 
SMMEA  and  the  1986  enactment  of  REMIC  law,  which  covered  commercial  as  well  as 
residential  mortgage-backed  securities. 

In  particular,  in  order  for  a  commercial  mortgage-backed  security  to  qualify  as  a 
"mortgage-related  security"  under  the  amendment,  it  must  be  rated  in  one  of  the  two  highest 
rating  categories  by  at  least  one  nationally  recognized  rating  agency.  That  means,  for  example, 
that  the  security  must  receive  a  rating  of  AAA  or  AA  from  Standard  and  Poors.  There  is  no 
such  raring  requirement  under  the  existing  rules  allowing  commercial  mortgages  or  mortgage 
parriciparions  to  qualify  for  SMMEA  preemprion  benefits  under  Secrion  4(5)  the  1933  Act. 
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By  all  accounts,  SMMEA  has  been  a  tremendous  success  in  the  single-family 
mortgage  securities  market.  With  SMMEA  in  place,  the  recent  credit  crisis  that  affected 
nearly  all  business  borrowers  having  or  needing  real  estate  loans  had  nearly  no  negative 
affect  on  home  mortgage  availability.  H.R.  3642  (as  well  as  S.  1275)  would  extend 
SMMEA  to  commercial  real  estate  mortgage-backed  securities,  and  thereby  decrease 
transaction  costs  associated  with  commercial  mortgage  securitization  and  expand  the 
ability  of  state-regulated  institutions  and  pension  funds  to  be  investors.  This  provision 
would  significantly  assist  in  facilitating  a  more  active  commercial  and  multifamily  real 
estate  mortgage  secondary  market.  Recognizing  the  importance  of  preserving  states' 
rights,  both  H.R.  3642  and  S.  1275  provide  a  state  opt-out  period,  as  was  done  originally 
in  1984,  in  order  to  provide  states  with  continued  authority  to  tailor  their  own  investment 
laws  in  this  area. 

Modify  the  reserve  requirements  for  commercial  banks  engaging  in  subordination 
transactions  by  removing  current  duplicative  capital  reserve  requirements.  Unlike 
residential  mortgage  markets,  commercial  real  estate  mortgage  markets  do  not  benefit 
from  direct  or  implicit  federal  credit  enhancement.  There  is  no  VA,  FHA  or  FMHA  for 
commercial  mortgages,  and  no  GNMA,  FNMA  or  FHLMC  to  guarantee  securities  backed 
by  commercial  properties.  We  do  not  seek  or  recommend  new  government  credit 
guaranties.  However,  some  form  oi private  credit  enhancement  is  needed  to  facilitate  the 
securitization  of  commercial  mortgages.  The  residential  market  dealt  with  this  situation 
for  conventional,  non-conforming  (jumbo  loans)  with  an  internal  form  of  credit 
enhancement  known  as  "subordination". 

Subordination  involves  the  division  of  a  loan  or  a  loan  pool  into  two  classes  of 
ownership  interests.  One  class,  the  subordinated  piece,  is  the  first  to  bear  any  losses 
arising  fi"om  defaults  or  delinquencies.  The  second  class,  the  senior  piece,  benefits  fi'om 
having  losses  allocated  first  to  the  subordinated  class.  Subordination,  however,  has  been 
hampered  by  inordinate  capital  requirements  for  holders  of  "subordinated"  junior  interests. 

Appropriately,  Federal  regulators  are  concerned  that  banks  maintain  capital  against 
risk.  However,  current  banking  regulator  imposed  capital  rules  force  a  bank  to  fully 
reserve  (at  least  eight  percent)  against  the  entirety  of  a  commercial  real  estate  loan,  or  loan 
pool,  even  if  the  bank  has  sold  a  senior  interest  in  the  loan  pool  and  retained  only  a  junior 
interest.  Technically,  this  is  because  the  bank  is  not  treated  as  having  disposed  of  any 
portion  of  the  loan  pool  for  capital  purposes  (implied  recourse).  Accordingly,  the  issuance 
of  senior  securities  and  the  retention  of  a  subordinated  class  does  not  allow  the  issuer  bank 
to  reduce  its  required  regulatory  capital,  even  though  it  has  disposed  of  a  substantial 
portion  of  the  loan  or  loan  pool  and  therefore  reduced  its  risk. 

Under  current  risk-based  capital  rules,  a  bank  holding  $100  million  in  commercial 
loans,  for  example,  would  be  required  to  maintain  $8  million  in  capital  reserves.  If  the 
bank  sells  a  90  percent  ($90  million)  senior  interest  in  the  loans  and  retains  10  percent,  it 
would  still  be  required  to  hold  $8  million  in  reserve,  even  though  it  only  retained  a  $10 
million  investment.  In  many  cases,  the  rules  act  to  require  capita!  in  excess  of  the  amount 
of  the  retained  interest  in  the  loan  pool.  This  could  happen  for  instance  in  situations  where 
a  bank  retained  a  five  percent  interest  in  the  loan  pool,  yet  is  required  to  maintain  capital 
equal  to  eight  percent  of  the  total  pool.  These  current  capital  requirements  are  excessive 
and  should  be  changed. 

H.R.  3642  would  amend  these  rules  to  ensure  that  the  bank  only  maintains 
reserves  against  the  subordinated  interest  that  is  retained. 
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Treat  commercial  loan  pools  the  same  under  ERISA 's  "parties-in-interest  "  rules  as 
residential  loan  pools  are  now  treated.  The  Employment  Retirement  Income  Security 
Act  prohibits  transactions  between  private  pension  funds  and  certain  entities  referred  to  as 
"parties  in  interest".  This  includes  any  plan  sponsor,  employer,  trustee,  investment  advisor 
or  service  provider,  as  well  as  any  ownership  parent  with  a  10  percent  or  more  interest 
and  ownership  subsidiary  with  a  50  percent  or  more  interest.  The  scope  of  the  party-in- 
interest  definition  increases  the  costs  and  difficulties  associated  with  structuring  acceptable 
transactions,  particularly  those  with  pension  funds.  In  recognition  of  these  difficulties,  the 
Department  of  Labor  created  an  exemption  from  ERISA's  prohibited  transaction  and 
party-in-interest  rules  for  certain  investment-grade  residential  mortgages  securities.  H.R. 
3642  would  provide  a  similar  class  exemption  for  investment-grade  commercial  mortgage 
securities. 

Our  Concerns  about  H.R.  2600 

Though  major  aspects  of  H.R.  3642  are  embodied  in  H.R.  2600,  we  are  highly 
concerned  with  the  aspect  of  H.R.  2600  that  requires  entities  desiring  to  engage  in 
underwriting  and  dealing  activities  involving  commercial,  multifamily,  and  other  types  of 
securities  to  be  certified  by  the  Department  of  the  Treasury  as  "secondary  market 
facilitating  organizations".  We  do  not  believe  this  provision  is  necessary  as  it  would 
appear  to  be  in  conflict,  and  perhaps  overlap,  the  regulation  of  broker-dealers  by  the 
Securities  and  Exchange  Commission.  Such  a  situation  would  create  great  confusion  in 
the  marketplace,  even  for  ongoing  transactions,  without  any  clear  indication  of  how 
conflicts  between  regulators  would  be  resolved.  We  believe  that  the  existing  regulatory 
system  involving  the  Securities  and  Exchange  Commission,  as  well  as  the  federal  banking 
regulators  and  the  Department  of  Labor,  adequately  and  properly  provide  investor  and 
taxpayer  protections.  We  therefore  urge  that  this  proposed  new  regulatory  system  be 
rejected. 

Conclusion 

Overcoming  the  legal  and  regulatory  barriers  to  a  stronger  more  active  commercial 
mortgage  securities  market  will  even  out  the  flows  of  capital  for  commercial  real  estate 
and  provide  needed  capital  to  all  types  of  business  borrowers  who  rely  on  real  estate  as 
collateral  for  loans  of  all  kind.  The  evolution  of  a  broad-based  secondary  market  for 
commercial  mortgages  will  require  greater  disbursement  of  information  on  real  estate  and 
on  the  entities  that  buy,  sell  and  manage  it.  And  this,  in  turn,  will  require  greater 
standardization  in  underwriting  of  commercial  real  estate.  The  ultimate  result  should  be  a 
reduction  of  risk  associated  wath  such  loans  and,  thus,  greater  protection  of  lenders  and 
investors.  The  legislative  and  regulatory  changes  to  SMMEA,  ERISA  and  the  risk-based 
capital  rules  outlined  here  today  would  provide  much-needed  assistance  to  commercial 
real  estate  capital  and  credit  markets  and,  consequently,  to  the  U.S.  economy. 

We  would  strongly  support  a  bill  that  would  help  facilitate  a  broad-based 
commercial  secondary  mortgage  market.  We  look  forward  to  working  with  you  and  your 
colleagues  towards  accomplishing  that  objective. 

Mortgage  Bankers  Association  of  America  (MBA)  is  a  nationwide  organization  devoted  exclusively  to 
the  field  of  real  estate  finance.  MBA's  membership  comprises  mortgage  originators  and  servicers,  as  well 
as  investors,  and  a  wide  variety  of  mortgage  industry-related  firms.  MBA  is  headquartered  at  1 125  15th 
SUeet,  NW,  Washington,  D.C. 

National  Association  of  Realtors  (NAR)  is  the  nation's  largest  trade  and  professional  association  with 
more  than  800,000  members  across  tlie  country.  NAR's  membership  is  composed  of  REALTORS,  who 
are  generally  brokers  or  salespeople,  and  REALTORS-ASSOCIATES,  a  membership  category  made  up 
largely  of  salespeople.  NAR  is  located  at  777  14th  Street,  NW,  Washington,  D.C. 

National  Realty  Committee  0*RQ  serves  as  Real  Estate's  Roundtable  in  Washington  for  national  policy 
issues.  NRC  members  are  America's  leading  real  estate  owners,  advisors,  builders,  investors,  lenders  and 
managers.  NRC's  offices  are  located  at  1420  New  Yoric  Avenue,  NW,  Suite  1 100,  Washington,  D.C. 
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Mr.  Markey.  Thank  you  very  much.  Our  next  witness,  Adrian 
Katz,  oversees  the  Mortgage  and  Asset-Backed  Division  at  Pruden- 
tial Securities  as  their  managing  director  and  head  of  financial 
strategies  primary  market  group  and  testifies  here  today  on  behalf 
of  the  Public  Securities  Association. 

STATEMENT  OF  ADRIAN  KATZ 

Mr.  Katz.  Thank  you  for  my  attendance,  Mr.  Chairman,  and  also 
the  committee  itself.  Our  role  as  a  broker  dealer  is  essentially  to 
foster  the  finding  of  capital  for  those  in  need  of  capital 
securitization  as  being  a  rather  dynamic  mechanism  by  which  we 
have  found  capital  for  our  clients.  I  thought  that  one  way  to  start 
the  process  of  sharing  my  thoughts  would  be  to  share  examples 
that  I  think  would  be  meaningful  in  the  capital  markets. 

Recently,  a  transaction  was  completed  for  Northwest  Airlines 
where  you  may  recall  they  took  the  company  public,  which  was  a 
form  of  deleveraging  an  LBO  from  the  1980's.  A  critical  step  prior 
to  that  equity  offering,  that  IPO,  was  securitization  of  their  ticket 
receivables.  That  is  a  classic  example  of  providing  liquidity  for  an 
asset  on  the  balance  sheet  of  a  corporate  American  company  that 
doesn't  otherwise  have  the  liquidity. 

We  feel  that  is  the  kind  of  example  that  is  very  meaningful. 
There  are  real  people  in  Minnesota  who  have  their  jobs  more  se- 
cure today  because  of  that  type  of  securitization  flexibility  offered. 
There  are  a  number  of  other  examples. 

Navistar,  several  years  ago,  had  difficulties  in  getting  available 
funds  from  banks  and,  in  fact,  the  capital  markets,  through 
securitization  of  their  dealer  receivable  notes,  was  the  only  way 
they  could  access  capital  markets. 

We  believe  there  are  very  good  examples  out  there,  and  I  think 
the  committee  and  all  those  considering  the  issues  here  should  en- 
courage a  mechanism  for  this  to  be  more  flexible.  In  terms  of  the 
one  critical  area,  I  think  big  business  has  generally  figured  out 
even  with  impediments  how  to  access  the  capital  markets,  whether 
it  be  by  securitization  or  otherwise. 

I  think  for  small  lenders  and  for  small  loans  I  am  not  sure  that 
has  happened  and  this  committee  can  help  that  sector  even  more 
so.  Why  do  people  issue  and  why  do  people  invest  in  the  sector? 
I  think  that  will  be  a  good  basis  for  some  of  the  thinking.  For  in- 
vestors it  is  an  opportunity  to  diversify  their  investments.  Many  of 
you  know  that  the  high  yield  market  damaged  investors  during  the 
1980's  and  that  was  an  unsecured  market.  The  securitization  of 
bonds,  those  bonds  become  collateralized  and  many  investors  are 
more  comfortable  with  a  collateralized  investment. 

In  terms  of  targeting  of  cash  flows,  they  can  very  often  ask  for 
the  asset  type  they  desire,  that  has  a  maturity,  risk  profiles  they 
like.  So  I  think  investors  often  deem  this  type  of  investment  as 
easier  to  understand  and  with  their  expertise  can  play  a  part. 

For  issuers  it  often  implies  a  liquidity  improvement.  They  can 
improve  their  franchises.  Sometimes  their  franchises  really  don't 
have  ability  to  act  as  strongly  as  they  could  because  the  capital  on 
their  own  balance  sheets  is  not  sufficient.  Sometimes  they  need  to 
diversify.  Often  a  lender  is  located  in  a  geographical  region  where 
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their  risk  otherwise  would  be  too  concentrated.  So  there  are  a  lot 
of  reasons  for  issuers  to  act. 

The  residential  market  is  a  good  model  for  many  of  the  proposals 
at  hand.  The  role  of  government  has  been  extremely  good.  Every- 
one knows  of  FHA,  VA  insurance,  of  Ginnie  Mae,  Fannie  Mae,  et 
cetera.  The  actuarial  diversity  of  mortgages  in  the  residential  sec- 
tor has  been  very  helpful.  The  documentation  has  been  mostly  con- 
forming and  that  has  been  helpful.  SMMEA  has  done  a  great  job. 
Some  of  the  ERISA  exceptions  on  a  class  basis  for  residential  mort- 
gages have  been  terrific.  Not  particular  to  this  committee,  but 
REMIC  legislation,  as  it  relates  to  the  tax  side,  has  been  very  help- 
ful. 

I  think  also  that  generally  speaking  the  regulations  for  residen- 
tial mortgages  are  much  more  friendly  with  respect  to  capital  treat- 
ment for  depositories.  The  result  has  been  that  today  the  running 
rate  of  securitization  for  residential  loans  is  70,  approximately,  per- 
cent of  loans  originated,  so  it  has  been  very  successful.  So  what  is 
it  that  we  on  the  street  and  PSA  desire?  One  would  be  include 
credit  enhancement. 

The  private  sector  might  be  the  source  for  this.  Money  line  insur- 
ance companies  and  banks  who  provide  letters-of-credit  are  one  of 
the  sources  for  credit  enhancement,  but  the  Federal  Gk>vemment 
does  play  an  important  role.  The  SBA  Program,  for  example,  has 
been  very  successful  and  we  are  very  supportive  of  it.  We  at  Pru- 
dential Securities  have  taken  the  unguaranteed  portions  of  SBA 
loans  and  securitized  them  successfully  in  the  private  sector  and 
that  is,  I  think,  a  harbinger  of  things  that  can  be  done  in  connec- 
tion with  a  Government  program  like  the  SBA  program  that  can 
be  successful. 

Documentation  does  need  to  conform.  One  of  the  issues  here  is 
that  in  a  securitization  there  is  a  lot  of  pressure  on  the  various 
originators  of  loans  to  meet  certain  conforming  standards.  We  actu- 
ally don't  tell  them  exactly  what  the  standards  should  be  as  long 
as  they  are  conforming. 

The  other  things  that  happens  is  that  often  their  origination  im- 
proves because  they  realize  that  by  conforming  they  are  improving 
their  own  underwriting  standards.  So  one  of  the  concerns  men- 
tioned earlier  by  Governor  LaWare  was,  I  am  not  sure  that  stand- 
ardization will  improve  the  credit  performance.  We  have  actually 
found  it  invariably  does  for  our  clients  who  access  the  capital  mar- 
kets through  securitization. 

On  an  historic  basis,  their  credit  performance  does  pick  up  when 
they  have  access  to  capital  markets  through  securitization.  The 
issue  of  sale  treatment — ^the  depository  regulatory  environment 
does  need  to  move  the  ball  forward.  I  think  FFIEC  has  a  proposal 
in  the  Federal  Register  that  I  think  would  be  helpful  and  we  sup- 
port that  type  of  move.  I  think  getting  ERISA  approval  for  this  cat- 
egory of  asset  for  pension  funds  would  be  helpful. 

Some  kind  of  class  exemption  would  be  the  best.  Having  SMMEA 
as  a  class  exemption  would  also  be  very  helpful.  I  think  the  margin 
flexibility  and  delivery  requirement  flexibility  associated  with 
SMMEA  would  be  very  helpful.  Again,  not  directly  related  to  this 
committee,  but  very  much  on  target,  the  proposed  FASIT  tax  legis- 
lation, which  is  akin  to  REMIC  would  also  be  helpful. 
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In  terms  of  one  of  the  things  that  we  do  not  desire,  it  is  some 
of  those  regulations  that  would  be  overlapping  with  things  that  I 
think  the  SEC  does  anyway.  We  feel  this  is  a  fairly  well-regulated 
environment  anyhow. 

In  terms  of  opportunity,  the  SEC  Commissioner  was  more  cau- 
tious. We  are  very  optimistic  that  there  could  be  hundreds  of  bil- 
lions of  securitizations  with  impediments  removed  and  the  motiva- 
tions that  are  already  in  place  in  the  marketplace.  Thank  you,  Mr. 
Chairman. 

[The  prepared  statement  of  Mr.  Katz  follows:] 
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statement  of  Adrian  Katz 
Managing  Director,  Prudential  Securities,  Inc. 
on  behalf  of  the  Public  Securities  Association 

before  the 

House  Committee  on  Energy  and  Commerce 

Subcommittee  on  Telecommunications  and  Finance 

June  14, 1994 

Chairman  Markey  and  Members  of  the  Subcommittee,  good  morning.  My  name  is  Adrian  Katz. 
I  am  pleased  to  be  here  today  to  discuss  an  issue  of  critical  importance  to  the  continued  economic 
recovery  of  the  nation  —  the  availability  of  credit  fox-small  business,  commercial  real  estate  and 
community  development  investment. 

1  speak  to  you  this  morning  not  only  in  my  capacity  as  a  managing  director  at  Prudential 
Secunties,  Inc.,  but  also  on  behalf  of  the  Public  Securities  Association  (PSA),  of  which  my  firm  is 
a  member.  PSA  is  the  international  trade  organization  of  securities  firms  and  banks  that 
underwrite  and  trade  mortgage-  and  asset-backed  securities,  U.S.  Government  and  agency 
securities,  municipal  securities  and  money  market  instruments.  PSA's  membership  includes  all 
major  dealers  in  mortgage-  and  asset-backed  securities.  On  behalf  of  PSA,  I  would  like  to 
commend  you,  Mr.  Chairman,  for  holding  this  hearing  and  thank  you  for  the  opportunity  to 
participate. 


Headquarters:  40  Broad  Street,  New  York,  NY  10004-2373  •  (212)  809-7000 
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1  understand  that  this  Subcommittee  will  hear  testimony  today  from  a  variety  of  wimesses  with 
expertise  in  various  aspects  of  small  business,  commercial  real  estate  and  community 
development  finance.  My  professional  backgroimd,  as  well  as  the  interest  of  PSA,  is  in  the  area 
of  asset  securitization.  I  will  therefore  confine  my  coinments  to  the  availabihty  of  small 
business,  commercial  real  estate  and  community  development  credit  generally  and  to  issues 
surrounding  the  securitization  of  these  types  of  loans. 

The  availability  of  credit  for  small  business,  conmiercial  real  estate  and  community  development 
investment  is  a  critical  prerequisite  for  economic  growth.  Businesses  can  only  expand  and  create 
new  jobs  if  they  have  ready  access  to  capital  to  finance  new  investment.  New  housing  can  only 
be  built  if  developers  can  obtain  financing  for  the  infrastructure  necessary  to  support  residential 
development.  Some  economic  evidence  suggests  that  the  availability  of  credit  to  commercial 
ventures  and  businesses  in  general,  especially  small  and  medium-sized  businesses,  has  varied 
among  different  regions  of  the  country  and  has  generally  been  lacking  overall  —  what  has  become 
known  as  the  "credit  crunch."  Some  economists  believe  that  the  apparent  lack  of  sufficient  credit 
to  commercial  enterprises  and  small  and  medium-sized  businesses  is  a  principal  factor  in  the 
nation's  somewhat  sluggish  economic  recovery.  PSA  is  pleased  that  Congress  and  the 
Administration  have  begun  to  examine  and  address  issues  related  to  commercial  credit  availability. 

Credit  Issues  Associated  With  Securitizing  Commercial  Loans 

Because  developments  in  the  secondary  market  for  home  mortgages  have  successfully  expanded 
sources  of  capital  for  homebuyers,  and  because  the  capital  markets  have  demonstrated  ingenuity 
and  efficiency  in  securitizing  many  other  types  of  financial  assets,  such  as  credit  card  receivables, 
auto  loans  and  other  types  of  retail  credit,  many  of  the  business  credit  proposals  circulating  in 
Congress  involve  provisions  to  encourage  the  secuntizadon  of  commercial  real  estate,  small- 
business  and  community  development  loans  (together,  "commercial  loans").  More  wide-spread 
securitization  would  promote  the  grov^  of  a  secondary  market  for  commercial  loans,  would 
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attract  new  sources  of  capital  to  the  commercial  lending  market  and  would  result  in  a  greater 
volume  of  commercial  loans  at  lower  interest  rates. 

A  larger  and  more  liquid  secondary  market  for  commercial  loans  could  enhance  the  availability  of 
CTBdit  to  small  businesses  and  commercial  real  estate  ventures.  Such  a  market  would  also  help  to 
even  out  regional  and  local  variations  in  the  availabihty  of  business  credit.  Taking  expanded 
commercial  credit  securitization  as  a  desirable  development,  the  basic  policy  question  is  why 
does  it  not  occur  on  a  wider  scale.  The  principal  reason  is  that  legal  and  regulatory  structures 
impede  efforts  to  securitize  commercial  credit.  Several  legislative  proposals  currently  before  this 
Subcommittee  would  go  far  towards  addressing  existing  hurdles  to  securitization. 

The  primary  hurdle  to  overcome  in  the  securitization  of  commercial  loans  involves  credit  risk. 
One  of  the  principal  reasons  the  mortgage-backed  securities  market  has  been  so  successful  in 
expanding  the  supply  of  capital  to  homebuyers  is  the  important  role  the  federal  government  has 
undertaken,  through  programs  like  the  FHA  and  VA  mortgage  loan  guarantees  and  the  credit 
enhancement  provided  by  Giimie  Mae,  Fannie  Mae  and  Freddie  Mac,  in  mitigating  credit  risk  to 
investors  in  mortgage-backed  securities.  In  the  asset-backed  securities  market,  however,  where 
federally  sponsored  credit  enhancement  is  not  available,  several  methods  have  developed  to  raise 
the  credit  rating  of  securities  backed  by  commercial  loans  to  "AA"  or  better.  Credit  enhancement 
could  involve  overcoUateraUzation,  the  retention  of  a  subordinated  piece  of  a  loan  or  pool  by  the 
issuer  of  the  asset-backed  security,  or  some  form  of  outside  credit  enhancement  such  as  letters  ol 
credit  or  insurance  policies. 

Most  business  loans  do  not  enjoy  any  sort  of  federal  guarantee,  nor  are  the  revenues  from  the 
loans  high  enough  to  supply  credit  support  through  spread  accounts,  as  in  the  credit  card-backed 
securities  market.  Moreover,  the  collateral  associated  with  business  loans  is  more  difficult  for 
lenders  to  work  with  in  the  event  of  foreclosure.  The  plant  and  inventory  of  a  failed  business  is 
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more  difficult  to  liquidate  than  a  piece  of  foreclosed  residential  real  estate.  In  addition,  the 
securitization  of  business  loans  does  not  offer  the  actuarial  credit  advantages  of,  say,  a  security 
backed  by  credit-card  receivables.  Credit  card  securities  typically  involve  large  numbers  of  credit 
card  holders,  so  that  the  diversification  improves  the  overall  creditworthiness  of  the  pool  of 
assets.  An  issuer  of  a  commercial  credit-backed  security  would  typically  not  have  access  to  such 
a  large  number  of  similar  commercial  loans,  or  may  have  concentratiotis  within  industries  or 
geographic  areas  which  would  indicate  higher  levels  of  credit  risk.  Commercial  transaction 
structures  are  not  conducive  to  credit  enhancement  arrangements  other  than  subordination  and 
overcollateralization.  This  is  due  to  the  smaller  number  of  loans  in  a  typical  commercial 
structure,  and  to  different  actuarial,  performance  and  economic  characteristics. 

Credit  enhancement  is,  therefore,  an  essential  element  to  securitizing  commernal  loans. 
Regardless  of  its  form,  credit  enhancement  essentially  shifts  credit  risk  from  the  investors  to  the 
provider  of  the  credit  enhancement.  To  the  extent  that  banks  are  potential  providers  of  credit 
enhancement,  current  bank  regulatory  poHcy  would  seem  to  discourage  such  activities  by  banks. 
A  logical  policy  response  would  be  to  try  to  adjust  bank  regulatory  policy  to  facilitate 
commercial  loan  securitization. 

Regulatory  Policy  and  Commercial  Credit  Securitizatior) 

A  major  objective  for  banks  and  thrifts  in  a  securitization  is  to  remove  assets  from  their  balance 
sheet,  increasing  their  ratio  of  capital  to  assets.  Whether  this  is  possible  depends  on  whether  the 
transfer  of  loans  to  an  asset  pool  is  a  sale  of  assets  or  a  collateralized  borrowing,  and  related 
capital  requirements.  If  the  transaction  is  treated  as  a  sale,  then  the  assets  are  removed  from  the 
balance  sheet.  If  the  transaction  is  treated  as  a  collateralized  borrowing,  then  the  assets  remain  on 
the  balance  sheet  and  are  subject  to  capital  requirements;  hkewise,  the  related  liabilities  are 
subject  to  reserve  requirements. 
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Under  the  Call  Report  instructions  for  commercial  banks,  transfers  of  assets  are  treated  as  sales 
only  if  the  transfer  involves  no  retention  of  risk,  except  for  transactions  involving  participations 
in  pools  of  residential  mortgages.  Since  commercial  loan  securitization  would  often  require  the 
issuing  bank  to  retain  some  risk  by  assuming  a  subordinate  interest  or  providing  some  limited 
amount  of  recourse  on  the  loans,  banks  would  not  be  able  to  remove  the  loans  from  their  balance 
sheets,  and  would  lose  a  major  advantage  of  the  transaction.  In  fact,  even  if  a  bank  retains  only  a 
small  subordinated  portion  of  a  commercial  loan,  it  must  retain  capital  against  the  entire  loan. 

Federal  regulators  are  rightly  concerned  that  banks  be  required  to  hold  capital  against  risk. 
However,  the  amount  of  capital  required  to  be  maintained  by  an  insured  depository  institution 
with  respect  to  the  sale  of  small  business  and  commercial  loans  with  recourse  should  not  exceed 
an  amount  sufficient  to  meet  the  institution's  reasonable  estimated  liability  under  the  recourse 
arrangement.  The  current  regulatory  treatment  of  loans  sold  with  recourse  presents  a  major 
impediment  to  the  securitization  of  commercial  loans. 

The  bank  regulatory  agencies  that  make  up  the  Federal  Financial  Institutions  Examinations 
Council  (FFIEC)  recently  proposed  a  rule  change  that  would  essentially  reduce  the  level  of 
capital  that  financial  institutions  would  be  required  to  maintain  against  certain  recourse 
arrangements.  Such  an  approach,  if  finally  adopted  by  the  FFIEC,  would  go  far  towards 
addressing  impediments  that  financial  institutions  face  in  providing  credit  support  for  securitized 
asset  transactions.  In  fact,  a  similar  provision  is  a  centerpiece  of  several  of  the  legislative 
proposals  currently  being  examined  by  this  Subcommittee.  However,  we  still  urge  Congress  to 
examine  carefully  financial  institution  regulations  as  they  relate  to  effects  on  bank  capital  of  asset 
securitization  and  to  consider  legislative  changes  as  warranted,  especially  if  the  FFIEC  proposal 
is  significantly  amended  before  adoption. 
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Pension  Fund  Investment  in  Securltized  Commercial  Loans 

One  of  the  factors  contributing  to  the  success  of  the  mortgage-backed  securities  (MBSs)  market 
in  improving  liquidity  for  home  mortgages  and  expanding  the  availability  of  credit  to  homebuyers 
is  the  depth  of  capital  that  is  attracted  to  MBSs.  Institutional  investors,  including  pension  funds, 
tend  to  dominate  the  market.  In  fact,  the  liquidity  provided  by  pension  fund  investment  in  home 
mortgages  plays  a  significant  role  in  the  market's  success.  Similar  participation  by  pension  funds 
in  the  commercial  loan  market  could  improve  the  availability  of  commercial  credit.  Securirized 
assets  are  ideal  investments  for  pension  funds  because  cash  flows  from  the  securities  can  be 
stnictured  in  a  variety  of  ways  to  meet  the  specific  objectives  of  fund  managers. 

The  Employment  Retirement  Income  Security  Act  (ERISA)  governs  the  fiduciary  responsibilities 
of  pension  fund  administrators  in  managing  their  firnds'  assets.  One  provision  of  ERISA 
prohibits  transactions  between  ERISA-covered  pension  fimds  and  financial  institutions  that 
manage  them.  ERISA  authorizes  the  Department  of  Labor  to  grant  exemptions  to  this  restriction; 
however,  the  process  for  obtaining  exemptions  is  cumbersome  in  its  application  to  securitization 
structures  to  the  point  where  market  participants  are  even  sometimes  discouraged  from  seeking 
them. 

The  Department  of  Labor  has  granted  class  exemptions  fVom  the  ERISA  restrictions  for  certain 
qualifying  mortgage-backed  securities,  allowing  financial  institutions  that  manage  pension  funds 
also  to  package  and  sell  MBSs.  These  exemptions  have  greatly  enhanced  the  ability  of  pension 
funds  to  participate  in  the  MBS  market,  and  have  improved  mortgage  maricet  hquidity.  A  similar 
exemption  for  securitized  commercial  loans  would  provide  similar  liquidity  in  these  markets  and 
would  greatly  expand  the  pool  of  available  capital  to  finance  business  investment.  PSA  supports 
proposals  to  direct  the  Labor  Department  to  grant  exemptions  to  the  prohibited  transactions 
provision  of  ERISA  for  commercial  loan-backed  securities. 
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SMMEA  and  Commercial  and  Small-Business  Lending 

The  Secondary  Mortgage  Market  Enhancement  Act  of  1984  (SMMEA),  developed  and 
approved  by  this  Subcommittee,  was  one  of  the  principal  legislative  vehicles  to  provide  for  the 
explosive  success  of  the  MBS  market  in  improving  access  to  and  lowering  the  cost  of  credit  for 
homebuyers.  SMMEA  contained  a  mraiber  of  provisions  that  streamlined  the  MBS  market, 
removed  impediments  to  the  market's  liquidity,  and  expanded  the  investor  base  for  MBSs  while 
taking  care  not  to  expose  investors  to  material  increases  in  credit  risk.  At  the  time  the  bill  was 
debated.  Congress  considered  including  commercial  loans  under  SMMEA,  but  decided  against  it 
because  it  was  thought  that  the  market  for  securitized  commercial  loans  was  too  new  and 
untested  to  warrant  regulatory  exemptions.  However,  in  the  past  ten  years,  market  participants 
have  developed  considerable  experience  and  expertise  in  successfully  securitizing  commercial  loan 
portfolios.  Advances  in  the  market  were  accelerated  in  recent  years  as  the  Resolution  Trust 
Corporation  began  to  issue  securities  backed  by  commercial  loans  on  a  regular  basis  as  a  means  of 
liquidating  its  portfolio  acquired  from  insolvent  thrifts.  Many  of  the  provisions  of  SMMEA 
could  be  applied  to  the  market  for  commercial  loans,  and  could  improve  access  to  credit  for 
business  investment.  PSA  supports  the  following  provisions,  originally  enacted  by  Congress  in 
SMMEA  to  benefit  homebuyers,  to  improve  the  commercial  loan  markets. 

•  Extend  the  margin  and  securities  delivery  requirements  —  35  days  for  most  securities  under 
current  law  —  to  six  months  for  qualifying  commercial  loan-backed  securities.  A  longer  limit 
would  give  financial  institutions  that  originate  and  pool  business  credit  the  opportunity  to 
originate  loans  after  receiving  commitments  to  buy  the  resulting  securities. 

•  Preempt  state  securities  registration,  or  "blue  sky."  laws  so  that  issuers  of  qualifying 
commercial  loan  backed  securities  would  be  required  to  file  a  single  registration  statement 
with  the  SEC. 
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•  Expand  the  potential  investor  base  for  commercial  loan  backed  securities  by  specifically 
authorizing  state  and  federally  chartered  financial  institutions,  insurance  companies  and 
pension  funds  to  invest  in  these  securities  if  they  are  of  investment  grade. 

Summary 

PSA  strongly  supports  the  concept  of  fostering  the  securitization  of  commercial  real  estate,  small 
business  and  community  development  loans.  Expanding  and  enhancing  the  hquidity  of  the 
conunercial  loan  market  would  increase  the  availability  of  credit  for  business  investment,  and 
Congress  is  currently  considering  a  number  of  proposals  motivated  by  this  goal.  One  proposal, 
H.R.  2600,  the  Business,  Commercial  and  Community  Development  Secondary  Market 
Development  Act  of  1994,  would  employ  novel  regulatory  structures  to  accomplish  this 
intention.  While  we  applaud  the  goal  of  H.R.  2600,  PSA  supports  a  legislative  approach  that 
seeks  to  address  regulatory  impediments  to  securitization  directly,  rather  than  by  creating  a  nev^ 
level  of  federal  participation  and  oversight.  New  government  structures  could  result  in 
disincentives  to  securitization.  We  have  long  supported  S.  384,  the  Small  Business  Loan 
Securitization  and  Secondary  Market  Enhancement  Act  of  1993,  introduced  by  Senator  Alfonsc 
D'Amato,  designed  to  improve  the  availabihty  of  credit  to  small  businesses.  The  Senate  included 
S.  384  in  its  version  of  H.R.  3474,  the  Community  Development,  Credit  Enhancement  and 
Regulatory  Improvement  Act  of  1993.  We  also  feel  strongly  that  the  provisions  from  Senator 
D'Amato's  bill  that  are  designed  to  improve  credit  for  small  businesses  would  greatly  improve 
the  ability  of  market  participants  to  securitize  commercial  real  estate  and  community 
development  loans,  as  well.  Finally,  PSA  strongly  supports  the  adoption  of  a  financial  asset 
securitization  investment  trust  (FASIT)  proposal  designed  to  address  some  of  the  tax 
consequences  associated  with  securitizing  financial  assets.  We  urge  Congress  to  enact  the 
reforms  I  have  outlined  this  morning,  and  to  apply  the  provisions  to  the  small  business, 
commercial  real  estate  and  community  development  loan  markets. 

Thank  you  for  the  opportunity  to  present  our  views.  I  would  be  happy  to  answer  any 
questions. 
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Mr.  Markey.  Our  final  witness,  Mr.  William  McNinch,  is  chair- 
man of  the  board  and  chief  executive  officer  of  Community  Bank 
in  Beaumont,  Texas.  He  is  testifying  before  the  subcommittee  today 
on  behalf  of  the  American  Bankers  Association.  Welcome. 

STATEMENT  OF  WILLIAM  G.  McNINCH 

Mr.  McNdjch.  Mr.  Chairman  and  members  of  the  subcommittee, 
I  am  William  McNinch,  chairman  and  CEO  of  Community  Bank  in 
Beaumont,  Texas,  and  I  am  currently  a  member  of  the  American 
Bankers  Association's  Grovemment  Relations  Council.  Community 
Bank  is  an  independently  owned  bank  with  $270  million  in  assets, 
located  in  southeast  Texas. 

I  am  testifying  on  behalf  of  the  ABA  to  express  the  Association's 
views  on  the  development  of  private  secondary  markets  for  busi- 
ness and  commercial  real  estate  loans.  In  the  interest  of  time,  I 
will  summarize  my  full  statement  submitted  to  the  committee. 

Over  the  past  2  years  there  has  been  considerable  discussion  and 
debate  concerning  the  development  of  secondary  markets  as  a 
means  of  increasing  the  availability  of  financing  to  businesses,  par- 
ticularly small  businesses.  The  AJBA  believes  that  proposals  cur- 
rently pending  before  the  Congress  are  worthy  of  support  as  a 
means  of  enhancing  banks'  ability  to  lend  not  only  to  small  and 
medium-size  businesses,  but  for  commercial  real  estate,  as  well.  We 
congratulate  this  subcommittee  for  its  interest.  We  believe  you 
have  a  valuable  contribution  to  make  to  the  discussion. 

At  the  same  time,  however,  we  caution  against  viewing  any  one 
of  these  proposals  as  a  panacea  for  providing  much  needed  financ- 
ing either  to  marginal  and  start-up  small  businesses  or  to  commer- 
cial real  estate. 

Over  the  past  several  years,  the  ABA  has  spent  a  great  amount 
of  time  discussing  the  creation  of  a  secondary  market  for  business 
loans.  From  those  discussions  we  have  been  able  to  draw  certain 
key  points  which  we  believe  should  help  guide  public  policy  in  this 
area.  I  would  like  to  share  those  points  with  you. 

First,  bankers  believe  that  it  is  critical  to  understand  that  busi- 
ness lending  is  different  from  the  types  of  consumer  lending  which 
we  normally  associate  with  securitization.  Because  of  these  dif- 
ferences, in  particular  the  difficulty  in  standardizing  business  lend- 
ing, a  secondary  market  will  be  of  limited  utility,  although  there 
certainly  will  be  submarkets  for  which  securitization  can  be  suc- 
cessful. Furthermore,  a  misguided  policy  toward  securitization 
could  be  very  counterproductive  and  harmful  to  some  potential  bor- 
rowers. 

Second,  there  are  areas  of  the  law  which  are  inhibiting  private 
securitization  efforts  and  which  we  believe  could  be  eliminated  or 
modified  without  undermining  safety  and  soundness  or  consumer 
protections.  In  particular,  the  Senate-passed  version  of  H.R.  3474, 
the  Community  Development  Banking  and  Financial  Institutions 
Act  of  1993,  contains  provisions  that,  if  enacted,  would  remove 
present  barriers  in  securities  banking,  pension,  and  tax  law  that 
have  deterred  experimentation  in  the  development  of  a  private  sec- 
ondary market  for  business  loans. 

The  ABA  believes  that  these  provisions,  currently  under  consid- 
eration in  conference,  provide  the  most  effective  and  efficient  meth- 
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od  for  removing  artificial  impediments  to  the  development  of  a  pri- 
vate secondary  market  for  small  business  loans  where  it  is  feasible. 

This  bill  seeks  to  accomplish  the  removal  of  these  barriers  with- 
out undermining  safety  and  soundness  or  consumer  protections  and 
without  taxpayer  support,  a  winning  situation  for  everyone.  It  is 
for  this  reason  that  the  ABA  believes  that  it  should  be  supported 
in  conference. 

Third,  the  banking  community  does  not  believe  any  new  or  spe- 
cialized, regulatory  or  governmental  structure  is  necessary  for  the 
purpose  of  overseeing  the  development  of  private  secondary  mar- 
kets. The  existing  regulatory  structure  sufficiently  protects  inves- 
tors, consumers,  and  taxpayers.  We  believe  that  a  new  govern- 
mental structure,,  however,  well  intended,  could  needlessly  slow 
down  ongoing  private  efforts  to  securitize  business  loans  as  partici- 
pants wait  to  see  how  the  new  structure  develops. 

With  any  new  secondary  market,  flexibility  is  the  key,  and  mar- 
ket forces  should  be  left  to  determine  its  long  term  viability  within 
the  current  regulatory  structure. 

In  addition  to  removing  impediments  to  encourage  private  small 
business  loan  securitization  efforts,  a  provision  was  added  in  the 
Senate  to  H.R..  3474  to  help  facilitate  a  private  secondary  market 
for  commercial  real  estate.  The  ABA  has  long  been  on  record  in 
support  of  broadening  the  focus  of  small  business  loan 
securitization  legislation  to  include  all  asset  categories,  including 
commercial  real  estate. 

In  conclusion,  Mr.  Chairman,  let  me  thank  you  for  holding  this 
hearing  to  determine  ways  to  enhance  business  lending  through 
secondary  markets.  The  creation  of  new  financial  markets  and 
products  is  a  lengthy,  difficult,  and  uncertain  endeavor,  with  many 
more  questions  then  answers  available  at  the  onset.  The  ABA  cer- 
tainly appreciates  the  opportunity  to  appear  in  hearings  such  as 
this  to  assist  Congressional  efforts  to  increase  and  enhance  busi- 
ness and  commercial  real  estate  lending.  I  hope  that  the  commer- 
cial banking  industry's  insights  on  secondary  markets  outlined  in 
this  testimony  will  be  helpful  in  this  effort. 

Thank  you  for  the  opportunity  to  appear  here  today.  I  will  be 
happy  to  answer  any  questions  you  may  have. 

[The  prepared  statement  of  Mr.  McNinch  follows:] 

Statement  of  William  G.  McNinch 

Mr.  Chairman  and  members  of  the  subcommittee,  I  am  Wilham  McNinch,  chair- 
man and  CEO  of  Community  Bank  in  Beaumont,  Texas,  and  I  am  currently  a  mem- 
ber of  the  American  Bankers  Association's  (ABA)  Government  Relations  Council.  I 
am  testifying  on  behalf  of  the  ABA  to  express  the  association's  views  on  the  develop- 
ment of  private  secondary  markets  for  business  and  commercial  real  estate  loans. 
The  ABA  is  the  national  trade  and  professional  association  for  America's  commercial 
banks,  from  the  smallest  to  the  largest.  ABA  members  represent  over  90  percent 
of  the  industry's  total  assets.  Approximately  94  percent  of  our  members  are  commu- 
nity banks  with  assets  of  less  than  $500  million. 

Over  the  past  2  years  there  has  been  considerable  discussion  and  debate  concern- 
ing the  development  of  secondary  markets  as  a  means  of  increasing  the  availability 
of  financing  to  businesses — particularly  small  businesses.  The  ABA  believes  that 
proposals  currently  pending  before  the  Congress  are  worthy  of  support  as  a  means 
of  enhancing  banks  ability  to  lend  not  only  to  small-  and  medium-size  businesses, 
but  for  commercitd  real  estate  as  well.  We  congratulate  this  subcommittee  for  its 
interest.  We  believe  you  have  a  valuable  contribution  to  make  to  the  discussion.  At 
the  same  time,  however,  we  caution  against  viewing  any  one  of  these  proposals  as 
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a  panacea  for  providing  much  needed  financing  either  to  marginal  and  start-up 
small  businesses  or  to  commercial  real  estate. 

Over  the  past  several  years,  the  ABA  has  spent  a  great  amount  of  time  discussing 
the  creation  of  a  secondary  market  for  business  loans.  (While  we  will  generally  refer 
to  securitizing  business  loans  for  the  rest  of  the  testimony,  the  same  principles 
apply  to  securitizing  commercial  real  estate  loans.)  From  those  discussions  we  have 
been  able  to  draw  certain  key  points  which  we  believe  should  help  guide  public  pol- 
icy in  this  area.  I  would  like  to  share  those  points  with  you. 

First,  as  will  be  discussed  more  fully  later,  bankers  believe  that  it  is  critical  to 
understand  that  business  lending  is  different  from  the  types  of  consumer  lending 
which  we  normally  associate  with  securitization.  Because  of  these  differences,  in 
particular  the  difficulty  in  standardizing  business  lending,  a  secondary  market  will 
be  of  limited  utility,  although  there  certainly  will  be  sub-markets  for  which 
securitization  can  be  successful.  Furthermore,  as  also  discussed  more  fully  later  in 
the  testimony,  a  misguided  policy  toward  securitization  could,  in  fact,  be  very  coun- 
teiyroductive  and  harmful  to  some  potential  borrowers. 

Second,  there  are  areas  of  the  law  which  are  inhibiting  securitization  and  which 
we  believe  could  be  eliminated  or  modified  without  undermining  safety  and  sound- 
ness or  consumer  protections.  We  believe  that  flexible  mechanisms  to  review  these 
laws  and  regulations  and  to  modify  or  change  them  where  appropriate  could  be  a 
valuable  contribution  to  economic  growth.  The  Community  Development  Bank  bill, 
currently  in  conference,  gives  the  Congress  the  opportvmity  to  enact  targeted  legisla- 
tion which  can  achieve  uie  right  balance  and  enhance  the  development  of  a  private 
secondary  market  which  will  promote  economic  growth.  A  lot  of  excellent  work  has 
been  done  in  both  the  House  and  the  Senate,  which  has  clarified  the  issues.  We  urge 
the  conferees  to  move  expeditiously  to  finish  action  on  this  bill. 

Third,  the  banking  community  does  not  believe  any  new  or  specialized  regulatory 
or  governmental  structure  is  necessary  for  the  purpose  of  overseeing  the  develop- 
ment of  private  secondary  markets.  The  existing  re^atory  structure  sufficiently 
protects  investors,  consumers,  and  taxpayers.  We  believe  that  a  new  governmental 
structure,  however  well  intended,  could  needlessly  slow  down  ongoing  private  efforts 
to  securitize  business  loans  as  participants  wait  to  see  how  the  new  structure  devel- 
ops. With  any  new  secondary  market,  flexibility  is  the  key,  and  market  forces  should 
be  left  to  determine  its  long  term  viability  within  the  current  regulatory  structure. 

And  finallv,  the  ABA  has  great  concerns  about  proposals  to  set  up  any  mechanism 
which  would  give  direct  or  implicit  government  baclung  to  the  creation  of  a  second- 
ary market.  We  think  that  the  great  uncertainty  in  the  securitization  process  for 
business  loans  would  make  such  a  venture  more  risky  than  traditional  governrnent- 
sponsored  enterprises.  In  addition,  we  beUeve  that  such  a  mechanism  would  likely 
drive  inappropriate  standardization  in  the  business  loan  market,  which,  again, 
would  be  very  detrimental  to  many  borrowers,  particularly  marginal  and  start-up 
small  businesses.  Fortunately,  the  legislation  pending  in  conference  does  not  take 
this  route. 

Although  a  number  of  the  pending  secondary  market  proposals  have  a  broader 
focus,  I  would  like  to  make  some  specific  comments  about  small  business  lending, 
which  has  been  the  driving  force  behind  these  current  legislative  initiatives.  As  you 
are  probably  aware,  Mr.  Chairman,  small  businesses  employ  about  60  percent  of  the 
private  work  force  in  this  country  and,  in  recent  years,  have  accounted  for  nearly 
all  of  the  economy's  net  job  growth — with  most  of  the  new  jobs  being  created  by 
firms  with  fewer  than  20  employees.  Small  businesses  produce  about  40  percent  of 
our  gross  national  product  and  50  percent  of  the  total  output  of  the  private  sector. 

For  small  businesses,  bank  financing  remains  vital.  Both  the  start-up  of  new  busi- 
ness ventures  and  the  expansion  of  existing  ones  depend  heavily  on  the  availability 
of  bank  credit.  Bank  credit  helps  small  businesses  get  started,  and  helps  all  busi- 
nesses, large  and  small,  grow  and  prosper.  For  example,  according  to  a  survey  con- 
ducted in  1992  by  Arthur  Andersen  and  National  Small  Business  United,  new  busi- 
nesses obtain  more  than  a  quarter  of  their  start-up  funding  fit)m  direct  bank  loans; 
indirectly,  home  equity  and  other  personal  loans  provide  another  important  source 
of  start-up  funds  for  new  businesses. 

The  Arthur  Andersen  survey  also  found  that  banks  are  the  single  most  important 
source  of  both  short-  and  long-term  funding.  In  fact,  because  banks  are  likely  to  be 
the  source  of  the  credit  extended  to  small  businesses  by  vendors,  credit  cards  and 
leasing  operations,  banks  are  probably  the  ultimate  providers  of  most  of  the  short- 
term  creoit  to  small  business. 

We  believe  that  it  is  very  important  to  understand  the  uniqueness  of  small  busi- 
ness lending,  and  indeed  business  lending  in  general,  if  we  are  going  to  develop 
workable  approaches  to  enhancing  the  availability  of  business  credit.  Most  impor- 
tantly, unJUte  most  loans  we  see  as  consumers — namely  home,  auto,  and  credit 
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cards — the  process  of  business  lending  is  not  standardized  and  cannot  effectively  be 
completely  standardized  without  potentially  damaging  and  unforeseen  economic  con- 
sequences. 

For  the  most  part,  business  lending,  particularly  small  business  lending,  can  be 
characterized  as  a  relationship  style  of  lending.  A  banker  establishes  a  close  work- 
ing relationship  with  the  business  borrower  and  develops  a  thorough  understanding 
of  the  borrower's  business,  management  ability  and  financial  needs.  Many  times, 
these  individuals  and  their  businesses  do  not  possess  textbook  prerequisite  financial 
qualifications  for  a  standard  loan.  Ideally,  a  Danker  will  use  nis  or  her  own  judg- 
ment to  provide  an  individual  business  with  a  loan  based  upon  an  analysis  of  likely 
repayment.  This  is  the  very  essence  of  business  lending.  One  ongoing  problem  in 
this  regard,  however,  is  that  a  banker  is  often  not  allowed  to  use  his  or  her  experi- 
enced judgment  because  bank  regulations — and  the  way  they  are  often  imple- 
mented— do  not  allow  it.  This  is  a  concern  that  the  Congress,  the  administration, 
and  the  regulators  are  working  to  address,  and  the  ABA  will  continue  to  work  with 
all  of  you  on  this  important  subject. 

The  ABA  certainly  supports  ongoing  efforts  to  enhance  the  availability  of  credit 
to  business,  particularly  small  business.  At  the  same  time,  however,  we  are  con- 
cerned that  the  limitations  of  some  of  these  proposals,  including  the  development 
of  a  small  business  secondary  market,  be  clearly  understood  and  that  the  possible 
counterproductive  effect  of  others  be  thought  through  before  action  is  taken. 

Some  believe  that  the  success  of  secondary  markets  for  residential  mortgages  can 
be  transferred  in  some  form  directly  to  the  business  market,  particularly  the  small 
business  market.  The  unique  nature  of  business  loans  makes  such  a  transfer  highly 
improbable.  Unlike  the  homogeneous  nature  of  residential  mortgages,  the  financial 
needs  of  businesses  are  as  varied  as  their  products  and  the  markets  they  serve.  Fur- 
thermore, unlike  residential  mortgages,  many  business  loans  are  secured  by  inven- 
tory and  trade  receivables.  This  type  of  fluid  collateral  would  be  either  unacceptable 
to  most  investors  or  so  costly  to  monitor  as  to  prohibit  effective  securitization.  Con- 
sequently, for  example,  any  highly  standardized  secondary  market  structure  could 
not  accept  loans  with  such  collateral  in  their  pools  for  securitization.  In  the  end,  to 
a  large  extent,  the  only  types  of  businesses  that  would  have  the  proper  collateral 
and  credit  history  to  quaJiry  as  candidates  for  securitization  by  these  entities  are 
those  businesses  which  can  qualify  for  credit  today. 

In  fact,  many  bankers  believe  an  overly  restrictive  secondary  market  structure, 
by  encouraging  standardization  in  the  marketplace,  will  actually  hurt  the  margin- 
ally (qualified  business  borrower.  Clearly,  the  standardization  process  for  business 
securitization  is  much  more  extensive  and  difficult  than  that  in  the  residential  mort- 
gage markets  because  of  the  "relationship  lending"  nature  of  business  credit  deci- 
sions. Yet,  it  is  now  recognized  by  lenders  and  community  groups  alike  that  a  side 
effect  of  the  government  sponsored  secondary  market  for  residential  mortgages  was 
that  some  marginal  borrowers — particularly  low-income  and  minority  borrowers — 
were  harmed  because  they  didn't  fit  the  "standard."  The  Congress,  the  GSE's,  the 
banking  industry,  and  others  are  moving  to  deal  with  this  problem  by  putting  more 
flexibility  in  the  system  for  residential  loans. 

In  adoition,  an  unfortunate  by-product  that  might  result  is  that  borrowers  who 
are  creditworthy  today,  yet  are  not  readily  standardized,  could  be  perceived  in  the 
future  as  costly- to-process,  non-conforming,  and  even  high-risk.  The  primary  point 
is  that  a  forced  standardization  of  the  business  loan  process  would  not  only  be  very 
diflBcult,  it  also  could  harm  the  marginal  borrower. 

While,  as  discussed  above,  there  are  significant  problems  and  issues  that  need  to 
be  clearly  understood  in  facilitating  business  financing  through  secondary  markets, 
that  does  not  mean  that  positive  steps  cannot  be  taken.  As  financiad  institutions 
continue  to  analyze  the  complex  dynamics  of  the  business  marketplace,  they  readily 
welcome  efforts  to  remove  artificial  barriers  in  order  to  let  the  private  markets  ex- 
plore niches  for  business  loan  securitization.  The  Congress  is  well  on  the  way  to 
adopting  just  such  an  approach,  based  on  a  great  deal  of  positive  work  in  both  the 
House  and  Senate  in  recent  months,  particularly  in  the  Senate  Banking  Committee 
and  in  the  House  Economic  Growth  and  Credit  Formation  Subcommittee.  H.R.  3474, 
"The  Community  Development,  Credit  Enhancement,  and  Regulatory  Improvement 
Act  of  1993",  is  currently  in  conference,  and,  again,  we  urge  the  Congress  to  move 
forward  to  enact  this  legislation. 

This  legislation,  if  enacted,  would  remove  present  barriers  in  securities,  banking, 
pension,  and  tax  law  that  have  deterred  experimentation  in  the  development  of  a 
private  secondary  market  for  business  loans.  It  would  modify  Federal  banking  and 
State  investment  laws  so  that  banks  can  invest  in  these  types  of  securities.  Very 
important  is  the  provision  which  would  direct  the  Secretary  of  the  Treasury  to  clar- 
ify the  tax  rules  relating  to  these  securities.  This  provision  is  based  on  the  1986 
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Congressional  action  on  the  sale  of  mortgage  back  securities — generally  known  as 
the  REMIC  rules. 

The  most  important  provisions  under  these  proposals  for  commercial  banks  are 
the  capital  provisions  with  respect  to  loans  sold  with  certain  rights  of  recourse. 
Holding  excessive  amounts  of  capital  for  recourse  against  sold  assets  has  the  effect 
of  limiting  bank  participation  in  secondary  markets.  Obviously,  the  ABA  stronglv 
supports  solid,  clear  rules  on  capital,  which  neither  lessen  bank  safety  and  sound- 
ness, nor  undermine  private  efforts  to  securitize  loans.  For  this  reason,  the  banking 
industry  has  long  been  on  record  supporting  GAAP  accounting  rules,  which  call  for 
only  the  amount  of  necessary  capital  which  would  be  sufiBcient  to  meet  an  institu- 
tion's reasonable  estimate  of  liability  under  a  recourse  arrangement.  Although  the 
original  Senate  language  called  for  GAAP  accounting  rules  for  recourse,  the  provi- 
sion was  contrary  to  the  Federal  Financial  Institutions  Examination  Council's  re- 
course working  group  revised  capital  recommendations.  As  a  result  of  negotiations 
with  the  regulators,  the  recourse  language  adopted  in  the  Senate  and  included  in 
H.R.  3474  appears  to  be  a  reasonable  compromise  which  establishes  a  flexible  mech- 
anism for  commercial  banks  attempting  to  establish  a  workable  private  secondary 
market  for  small  business  loans. 

In  the  end,  the  ABA  believes  that  the  pro^dsions  under  consideration  in  conference 
provide  the  most  effective  and  efficient  method  for  removing  artificial  impediments 
to  the  development  of  a  private  secondary  market  for  small  business  loans  where 
it  is  feasible,  This  proposal  seeks  to  accomplish  the  removal  of  artificial  barriers 
without  undermining  safety  and  soundness  or  consumer  protections  and  without 
taxpayer  support — a  winning  situation  for  everyone.  It  is  for  this  reason  that  the 
ABA  believes  that  it  should  be  supported  in  conference. 

In  addition  to  small  business  loan  securitization,  which  was  Congress'  original 
focus,  a  number  of  proposals  have  been  introduced  which  would  remove  artificial  im- 
pediments to  securitizing  commercial  real  estate  loans.  As  you  are  aware,  a  provi- 
sion was  added  to  the  Senate  passed  Community  Development  Bank  legislation 
which  would  help  to  facilitate  a  private  secondary  market  for  commercial  real  es- 
tate. The  ABA  has  long  been  on  record  in  support  of  broadening  the  small  business 
securitization  legislation  to  include  all  asset  categories,  including  commercial  real 
estate  loans. 

In  conclusion,  Mr.  Chairman,  let  me  thank  you  for  holding  this  hearing  to  deter- 
mine ways  to  enhance  business  lending  through  secondary  markets.  The  creation  of 
new  financial  markets  and  products  is  a  lengthy,  difficult,  and  uncertain  endeavor, 
with  many  more  questions  then  answers  available  at  the  onset.  The  ABA  certainly 
appreciates  the  opportunity  to  appear  in  hearings  such  as  this  to  assist  Congres- 
sional efforts  in  increase  and  enhance  business  and  commercial  real  estate  lending. 
I  hope  that  the  commercial  banking  industry's  insights  on  secondary  markets  out- 
lined in  this  testimony  will  be  helpful  in  this  effort. 

Thank  you  for  the  opportunity  to  appear  here  today.  I  will  be  happy  to  answer 
any  questions  you  may  have. 

Mr.  Markey.  Thank  you  very  much.  Let  me  recognize  the  gen- 
tleman from  North  Carolina,  Mr.  McMillan. 

Mr.  McMillan.  Mr.  McNinch,  you  discuss  a  number  of  possible 
barriers  to  the  development  of  a  secondary  market  for  small  busi- 
ness loans.  For  example,  on  page  6  you  point  out  that  there  may 
be  problems  associated  with  a  lack  of  standardization  or  collateral 
underlying  these  kinds  of  loans.  However,  if  some  of  the  regulatory 
obstacles  were  removed,  won't  the  market  adjust  and  develop 
standards  for  loans  suitable  for  securitization  or  do  you  think  that 
needs  more  specific  definition? 

Mr.  McNiNCH.  We  do  not  think  it  needs  more  definition.  We 
think  if  the  vsirious  barriers  were  removed  that  the  market  would 
figure  out  its  own  level  playing  field  and  various  types  of  instru- 
ments would  be  developed.  What  this  would  do  would  be  to  add  an- 
other instrument  for  the  banks  such  as  the  one  I  run  to  use  an- 
other product  to  use  and  we  think  it  would  benefit. 

Mr.  McMillan.  Would  you  mind — what  is  the  size  of  your  bank? 

Mr.  McNiNCH.  We  are  a  $270  million  bank. 

Mr.  McMillan.  $270  million  in  deposits? 
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Mr.  McNiNCH.  Total  assets. 

Mr.  McMillan.  What  types  of  asset-backed  securities  do  you  en- 
vision would  be  logical  for  your  bank  to  market  in  this  manner? 

Mr.  McNiNCH.  Well,  looking  specifically  at  the  small  business 
loans,  we  would  feel  that  there  would  be  certain  niches  that  might 
be  developed  by  the  marketplace  for  certain  business  loans.  We 
also  feel  that  any  commercial  real  estate  that  there  would  be  some 
very  positive  benefits. 

Mr.  McMillan.  But  would  they  tend  to  fall  into  pretty  broad  cat- 
egories such  as  receivables  for  certain  types  of  inventory  or  would 
they  be  commonly  understood  and  have  liquidity  or 

Mr.  McNiNCH.  I  am  sorry. 

Mr.  McMillan.  I  am  trying  to  get  some  characterization- 


Mr.  McNiNCH.  I  can't  say  today  what  I  would  envision.  As  I 
would  envision  this,  the  market  would  dictate  certain  limited 
niches  and  I  would  not  know  whether  they  would  be  receivables  or 
term-type  loans.  But  I  would  imagine  there  would  be  some  type  of 
asset-based  loan. 

Mr.  McMillan.  Would  they  tend  to  have  to  be  things  that  are 
clearly  identifiable  by  asset  so  that  your  capacity  as  a  bank  to  give 
any  kind  of  ongoing  oversight  to  that  loan  would  not  be  an  issue 
in  terms  of  the  securitization  of  the  loan  itself? 

Mr.  McNiNCH.  I  am  sorry.  Congressman  I  just  can't  project  that 
at  this  time. 

Mr.  McMillan.  You  can't  anticipate  that? 

Mr.  McNiNCH.  I  can't  anticipate  it. 

Mr.  McMillan.  I  think  it  would  be  useful,  because  that  issue  has 
been  raised  by  the  prior  panel  in  terms  of  defining  the  types  of  as- 
sets that  would  be  included  here.  I  think  that  is  permissible,  and 
I  think  that  probably  we  need  to  do  further  work  on  that.  For  ex- 
ample, one  firm  I  was  with  was  not  in  commercial  banking.  It  was 
in  investment  banking  in  the  late  1940's,  and  we  used  to  finance 
the  aging  inventory  of  Virginia  Gentleman  Bowman  Distilleries, 
selling  warehouse  receipts  on  the  open  m.arket  in  Richmond,  Vir- 
ginia, which  financed  that  inventory — a  perfect  example  of  what  we 
were  talking  about. 

As  far  as  Virginians  were  concerned,  they  considered  that  pretty 
good  security  because  they  had  recourse  to  the  aging  bourbon. 

Mr.  McNiNCH.  It  is  certainly  a  liquid  asset. 

Mr.  McMillan.  Absolutely.  Let  me  shift  a  little  bit  to  Mr. 
Goettsch  because  you  have  raised  some  issues  having  to  do  with 
the  issue  of  State  regulation.  On  page  5  of  your  testimony,  you 
state  that  the  Uniform  Securities  Act  serves  as  the  basis  for  securi- 
ties laws  in  virtually  every  State  but,  isn't  it  true  that  not  all 
States  are  Uniform  Act  States  and  even  those  that  did  not  adopt 
the  act  made  modifications  to  it? 

Mr.  Goettsch.  That  is  correct.  Thirty-seven  States  have  the  Uni- 
form Securities  Act.  However,  for  institutional  investors,  that  is 
something  that  exists  certainly  everywhere.  So  sales  to  pension 
funds,  investment  companies,  insurance  companies  would  require 
no  filing  in  a  State  like  Iowa  or  in  your  jurisdiction. 

Mr.  McMillan.  Some  have  suggested  that  the  Uniform  Securi- 
ties Act  is  uniform  in  name  only? 
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Mr.  GOETTSCH.  I  think  that  is  true  of  almost  all  Uniform  Acts. 
That  is  a  function  of  the  legislature  in  your  State,  looking  at  the 
act  and  seeing  how  they  want  to  modify  it  to  fit  the  needs  of  folks 
in  your  jurisdiction. 

Mr.  McMillan.  On  the  other  hand,  given  the  idea  of  what  we 
are  dealing  with  here,  which  is  designed  to  raise  capital  for  small 
business  on  a  nationwide  basis,  wouldn't  that  best  be  facilitated  by 
a  single  national  standard  that  is  consistent  across  the  50  States? 

Mr.  GrOETTSCK.  I  think  our  concern  is  that  we  don't  know  where 
this  market  is  going  to  go.  It  is  not  a  developed  market  yet.  If  it 
is  true,  which  has  been  true  in  the  past,  that  the  sales  are  to  insti- 
tutional investors,  the  State  securities  laws  impose  no  impediment. 
If  you  end  up  selling  to  retail  or  small  investors,  then  it  becomes 
our  responsibility  to  take  a  look  at  it  and  determine  whether  those 
offerings  should  be  registered  and  what  standards  should  be  ap- 
plied. I  think  that  is  the  key  to  striking  that  critical  balance  be- 
tween capital  formation,  but  still  maintaining  the  level  of  investor 
protection  that  is  needed. 

Mr.  McMillan.  I  think  the  real  problem  here  is  that  if  you  are 
really  going  to  have  a  free  market  out  there  and  encourage  invest- 
ment in  small  business,  something  as  complex  as  this  which  must 
be  reviewed  by  20  or  30  different  State  jurisdictions  is  going  to 
have  some  problems. 

Mr.  GOETTSCH.  That  is  where  NASA  comes  into  play  because 
they  will  develop  the  uniform  guidelines  and  train  examiners  to 
apply  the  guidelines.  We  do  that  already  with  equipment  leasing 
programs.  Currently,  there  is  a  market  developing  for 
uncollateralized  debt  obligations.  We  have  a  committee  developing 
guidelines  to  look  at  things  like  experience  of  management,  con- 
flicts of  interest.  We  work  hard  to  make  sure  that  the  application 
of  those  on  the  State  level  is  very  uniform. 

Mr.  McMillan.  By  NASA,  you  are  referring  to  the  National  As- 
sociation of  State  Administrators? 

Mr.  GOETTSCH.  The  North  American  Securities  Administrators, 
which  in  the  United  States  is  an  organization  of  the  50  State  secu- 
rities agencies. 

Mr.  McMillan.  I  am  not  up  to  speed  in  terms  of  their  history 
of  cooperating  with  one  another,  but  in  some  other  areas  such  as 
insurance,  that  is  not  easily  accomplished. 

Mr.  GOETTSCH.  I  work  for  the  insurance  commissioner  and  recog- 
nize the  statement  that  you  are  making.  In  the  securities  arena, 
we  have  been  successful  with  coming  up  with  uniform  and  national 
programs.  There  is  a  program  to  help  small  businesses  where  the 
State  securities  agency  guides  the  entrepreneur  through  the  reg- 
istration process  to  enable  them  to  raise  up  to  a  million  dollars  in 
capital. 

We  work  hand  in  hand  with  them.  This  program  began  in  the 
State  of  Washington  and  now  exists  in  virtually  every  State. 

Mr.  McMillan.  I  think  the  States  have  a  strong  interest  in  see- 
ing this  succeed  because  most  of  the  States  would  consider  them- 
selves capital  poor  in  terms  of  small  business  financing. 

Mr.  GOETTSCH.  I  think  the  change  in  State  regulation  has  been 
to  have  a  stronger  focus  on  facilitating  small  business  capital  for- 
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mation,  but  our  mission  still  remains  investor  protection.  That  is 
our  guiding  light. 

You  mentioned  the  bourbon  receipts.  In  the  mid-1970s  there  was 
a  wave  of  Scotch  whiskey  warehouse  receipts  marketed  from  Eng- 
land, which  a  lot  of  them  were  fraudulent.  The  States  took  a  lot 
of  action  in  that  arena  to  halt  a  systematic  fraud  coming  from  over- 
seas. I  think  it  is  important  that  States  remain  involved  if  sales 
are  made  to  small  investors  and  that  is  what  I  am  here  to  remind 
you  of. 

Mr.  McMillan.  Thank  you,  Mr.  Chairman. 

Mr.  Markey.  The  time  of  the  gentleman  has  expired.  The  Chair 
recognizes  the  gentleman  from  California,  Mr.  Moorhead. 

Mr.  Moorhead.  Mr.  McNinch,  in  your  testimony  you  discuss  a 
number  of  possible  barriers  to  the  developments  of  a  secondary 
market  for  small  business  loans.  For  example,  on  page  6,  you  point 
out  that  there  may  be  problems  associated  with  tne  lack  of  stand- 
ardization or  collateral  underlying  these  kinds  of  loans.  However, 
if  some  of  the  regulatory  obstacles  were  removed,  won't  the  market 
adjust  to  development  of  standards  for  loans  suitable  for 
securitization? 

Mr.  McNiNCH.  Yes,  Congressman,  that  would  be  what  I  would 
anticipate,  that  the  market  would  develop  some  unique  niches  and 
if  the  barriers  were  removed,  yes,  sir. 

Mr.  Moorhead.  One  of  the  things  I  guess  that  we  run  across  in 
our  districts  and  around  the  country  that  perhaps  isn't  right  down 
the  main  field  of  this  hearing,  but  there  are  an  awful  lot  of  people 
that  are  anxious  to  expand  their  plants  and  factories  and  invest, 
but  for  one  reason  or  another  the  avenues  that  they  have  to  go 
through  make  availability  of  funds  unavailable,  even  though  they 
have  security  of  their  own. 

I  am  thinking  about  one  major  subdivider  out  in  the  Cochella 
valley.  He  had  major  projects  and  people  were  out  of  work  that  he 
wanted  to  go  forward  with.  He  found  it  impossible  to  fmd  the 
money  available  even  though  he  had  been  successful  in  develop- 
ment after  development.  Are  we  running  into  that  problem  around 
the  country? 

Mr.  McNiNCH.  In  our  market  we  have  seen  that  basically 
brought  on  by  what  is  commonly  referred  to  as  regulatory  burden. 
On  the  other  hand,  in  a  bank  of  my  size  or  our  size,  we  would — 
we  continue  to  feel  small  business  lending  is  the  mainstay  and  we 
try  every  way  to  try  and  make  the  loan.  We  would  see  any  type 
of  securitization  as  another  tool  that  we  could  use  in  order  to  per- 
haps sell  the  loan  at  liquidity. 

It  might  be  able  to  be  used  as  a  way  to  enhance  yield  also.  But 
the  market,  if  it  was  left  to  its  own,  would  do  something  out  there 
that  we  feel  would  be  a  benefit  to  us  and  would  be  one  other  tool 
such  as  the  7-A  program  for  the  various  receipts  for  collateral,  et 
cetera. 

Mr.  Moorhead.  We  are  trying  to  find  ways  to  ease  that  regula- 
tion because  that  is  the  purpose. 

Mr.  McNinch.  We  appreciate  it. 

Mr.  Moorhead.  Because  of  what  we  are  going  through.  But  at 
a  time  when  you  find  so  many — in  my  State  there  is  a  tremendous 
amount  of  unemployment  still,  and  some  place  or  other  we  are 
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going  to  have  to  lighten  up  the  load  just  a  little  bit  or  else  the  cost 
of  government  is  going  to  be  tremendous  taking  care  of  these  peo- 
ple. I  hope  we  can  get  some  of  this  money  freed  in  the  open  market. 

Mr.  Goettsch,  you  say  that  you  expect  even  more  States  to  want 
to  regulate  small  business  activities  than  the  10  States  who  have 
reasserted  registration  authority  over  secondary  mortgage  trans- 
actions. Suppose  an  offerer  in  small  business-backed  securities  had 
to  be  reviewed  and  cleared  by  20  or  30  States. 

What  impact  would  that  have  on  the  cost  of  rising  capital? 

Mr.  Goettsch.  I  think  the  impact  is  minimal.  The  only  time 
there  would  be  a  registration  requirement  is  if  the  securities  are 
going  to  be  sold  to  the  small  retail  investor.  The  Congressional 
Record  seems  reflecting  that  sales  will  be  made  to  pension  funds, 
to  insurance  companies,  investment  companies  and  other  institu- 
tions. If  you  are  selling  to  institutional  investors  you  have  no  filing 
requirement.  If  you  are  selling  to  individual  investors  you  would 
have  a  filing  requirement. 

To  the  extent  we  have  a  lot  of  these  vehicles  being  developed, 
NASA  would  step  up  and  develop  guidelines,  suitability  standards, 
look  at  conflicts  of  interest,  experience  of  management,  and  those 
guidelines  are  typically  adopted  by  those  States  that  do  extensive 
review.  So  we  would  work  very  hard  to  keep  the  costs  down  and 
the  system  uniform. 

Mr.  MOORHEAD.  You  don't  think  it  would  limit  the  ability  of  re- 
tail investors  to  get  the  funds  that  they  needed? 

Mr.  Goettsch.  It  would  not  limit  ability  of  the  retail  investors 
to  invest.  The  question  is  will  the  States  develop  some  standards 
and  consistent  standards  to  protect  those  retail  investors  if  the 
market  moves  in  that  direction.  This  is  a  market  that  has  yet  to 
be  developed,  which  is  why  I  think  the  States  have  a  strong  inter- 
est in  making  sure  they  aren't  preempted  under  this  proposed  leg- 
islation. 

Mr.  MoORHEAD.  Mr.  Katz,  do  you  share  Mr.  McNinch's  concern 
that  increased  standardization  of  the  loan  process  would  harm 
marginal  borrowers  such  as  minority  borrowers  or  borrowers  with 
less  track  record? 

Mr.  Katz.  The  data  suggests  the  opposite.  When  we  implement 
securitization  programs  for  our  clients  often  they  are  frequent  issu- 
ers, accumulate  loans  each  quarter  and  do  a  securitization  each 
quarter.  Many  of  our  clients  have  15  or  20  deals  outstanding  so  we 
do  get  a  good  snapshot  of  the  credit  performance.  We  tend  to  find 
that  the  initial  transaction  is  done  with  the  most  conservative, 
well-behaved  well-performing  loans.  Over  time,  we  are  able  to  in- 
troduce loans  with  more  deviant  characteristics  and  we  find  per- 
formance is  better. 

Many  of  the  investor  reporting  requirements  that  we  impose  on 
our  issuers  also  help  the  issuers  detect  any  problems  in  their  own 
origination  standards,  so  we  find  it  is  a  good  feedback  loop  and 
they  find  they  can  expand  the  variety  of  loans  they  include. 

Mr.  MoORHEAD.  Thank  you,  Mr.  Chairman. 

Mr.  Markey.  The  gentleman's  time  has  expired.  Actually,  that  is 
not  our  light  there.  Here  is  my  red  light.  I  don't  know  what  that 
thing  is  down  there.  If  you  have  a  few  more  questions  it  would  be 
appropriate  if  you  want,  but  otherwise  let's  move  on. 
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Mr.  MOORHEAD.  Let's  try  this  one  then.  On  page  8,  Mr.  Croettsch, 
of  your  testimony,  you  suggest  limiting  the  registration  exemption 
to  only  the  top  two  investment  grades;  yet  the  minimum  invest- 
ment grades  are  less  suitable  to  a  sizable  portion  of  the  investment 
population.  That  group  stands  to  benefit  from  the  State  registra- 
tion process. 

How  does  complying  with  State  registration  requirements  result 
in  more  suitability  in  an  initial  public  offering? 

Mr.  GOETTSCH.  In  some  types  of  offerings  the  States  will  put  in 
requirement-specific  objective  suitability  standards.  That  was  espe- 
cially true  for  limited  partnership  offers  in  the  1980's.  We  may 
have  required  certain  income  levels  because  of  the  risks  of  certain 
types  of  partnerships.  The  suggestion  we  made  is  that  the  bills  that 
are  pending  should  be  consistent  with  SMMEA,  which  limits  the 
exemption  to  only  the  top  two  investment  grades;  whereas  the  pro- 
posed bill,  3474,  would  be  available  for  grades  3  and  4,  as  well  as 
the  top  two  grades. 

Mr.  MooRHEAD.  Is  a  State  in  a  position  to  say  that  because  secu- 
rities are  registered  with  it  they  are  suitable? 

Mr.  GOETTSCH.  No.  That  is  the  role  of  the  marketer  in  the  bro- 
kerage firm  and  the  individual  representative  has  an  obligation  to 
make  sure  that  sales  are  made  to  suitable  persons.  The  standard 
on  the  Federal  level  is  broad  and  general.  Sales  must  be  made  to 
suitable  persons. 

What  happens  on  the  State  level  is  when  you  have  especially 
risky  products,  we  sometimes  will  put  in  specific  objective  tests  or 
measurements  so  that  the  registered  representative  knows  that  if 
you  are  going  to  sell  those  products  in  a  given  State  they  have  to 
meet  that  specific  test.  It  provides  more  guidance  to  individuals  in 
that  particular  State. 

Mr.  Markey.  The  time  of  the  gentleman  has  expired.  The  Chair 
recognizes  the  gentleman  from  North  Carolina. 

Mr,  McMillan.  Thank  you,  Mr.  Chairman.  I  had  one  other  brief 
inquiry  to  Mr.  Katz.  Would  you  say  that  Prudential  is  one  of  the 
largest  operators  in  this  market? 

Mr.  Katz.  We  currently  have  the  fifth  ranking  in  terms  of  vol- 
ume in  this  marketplace. 

Mr.  McMillan.  Would  that  be  in  both  mortgage  and  asset 
backed? 

Mr.  Katz.  That  is  correct. 

Mr.  McMillan.  Would  you  be  more  or  less  in  strictly  asset- 
backed  securities? 

Mr.  Katz.  We  are  fifth  in  the  asset-backed  market  and  fifth  in 
the  mortgage-backed  market. 

Mr.  McMillan.  Would  you  provide  us  with  a  description  of  the 
types  of  offerings  and  types  of  securities  that  you  have  offered  over 
an  extended  period  of  time? 

Mr.  Katz.  Sure.  I  know  one  of  the  topics  in  Washington  is  health 
care.  We  have  securitized  health  care  receivable.  We  have  accom- 
plished AAA  ratings  on  securities.  Now  we  have  a  S-1  filing  for  a 
company  that  is  the  largest  hospital  company  in  the  Nation  and 
are  proceeding  with  what  will  be  the  first  publicly  registered  offer- 
ing of  health-backed  securitization.  Those  are  receivables. 

Mr.  McMillan.  Typically  what,  large  HMO's? 
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Mr.  Katz.  No,  they  are  Medicare  and  Medicaid  and  the  private 
sector  such  as  my  parent  company  receivables.  We  have  done  land 
securitization  for  developers,  completed  a  private  placement  trans- 
action for  a  company  in  Florida  and  it  facilitated  the  liquidity  they 
needed  to  complete  their  development  projects.  We  are  the  only 
Wall  Street  pooler  of  these  type  of  loans  that  officially  has  a  com- 
mitment from  Farmer  Mac.  This  is  done  nationwide  and  we  have 
standards  that  work  nationwide  and  we  have  25  institutions  na- 
tionwide in  that  pool. 

We  also  have  a  commercial  loan  conduit  run  through  Mid-Land 
Data  Services.  That  is  another  example.  So  the  variety  is  pretty 
broad. 

Mr.  McMillan.  Would  you  mind  suppl5dng  us  with  some  sort  of 
synopsis  of  those? 

Mr.  Katz.  We  do  it  for  our  clients  so  we  would  be  happy  to  do 
it  for  the  committee. 

Mr.  McMillan.  Thank  you  very  much. 

Mr.  Katz.  We  will  follow  up  with  that. 

Mr.  Markey.  The  Chair  will  recognize  himself  now.  Mr.  Sidman, 
the  witnesses  on  our  first  panel  seemed  to  agree  that  overbuilding 
and  excessive  speculation  in  commercial  real  estate  contributed  to 
near  depression-like  conditions  in  your  industry  in  recent  years.  I 
understand  that  your  belief  is  that  securitizing  commercial  real  es- 
tate loans  will  help  stabilize  that  market. 

Can  you  summarize  for  the  subcommittee  how  this  stability  will 
be  achieved? 

Mr.  SiDMAN.  Perhaps  trying  to  give  you  the  most  direct  and  to 
the  point  answer,  the  industry  is  concerned  about  the  roll-over  risk 
of  existing  loans  that  will  come  to  term  in  1994,  1995,  1996.  Ac- 
cording to  Goldman  Sachs,  citing  government  statistics,  about  $150 
billion  worth  of  those  loans  on  the  books  of  bank  and  life  companies 
will  come  due  in  1994,  $160  billion  in  1995,  $170  billion  in  1996. 

Traditionally,  those  financials  have  been  provided  for  by  banks 
and  life  companies.  Under  the  risk-based  capital  rules  for  banks, 
as  currently  administered  and  with  respect  to  life  companies  under 
the  new  NAIC,  risk-based  capital  rules  going  into  effect  at  the  end 
of  the  year,  it  is  unlikely  that  either  of  those  sources  will  be  suffi- 
ciently interested  in  rolling  those  loans  over  in  the  volumes  that 
are  necessary  to  promote  stability  within  the  existing  stock.  That 
will  precipitate  in  our  view  another  credit  crisis,  another  credit 
crunch  with  borrowers  who  are  in  good  stead. 

These  are  huge  amounts  of  money.  We  are  not  even  addressing 
the  requirements  for  new  plant,  new  equipment  that  also  have  to 
be  financed.  By  going  into  securitized  markets,  we  are  able  to  pro- 
vide a  certain  type  of  investor  a  more  flexible,  safer  pool  of  invest- 
ment capital  he  can  adjust  to  his  risk  profile.  These  are  intermedi- 
ate and  longer  term  loans  and  by  using  traunching  and  the  appro- 
priate underwriting  standards,  we  think  we  can  provide  the  types 
of  capital  that  the  industry  currently  needs  not  just  for  growth,  but 
for  stability,  Mr.  Chairman. 

Mr.  Markey.  But  how  does  it  protect  against  a  repetition  of  the 
speculative  boom?  What  role  does  it  play  in  that?  I  can  understand 
how  it  reduces  any  of  the  short-term  credit  crunch  that  could  be 
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arriving  in  the  near  term,  but  how  does  it  prevent  against  this 
mentality? 

By  creating  stability  people  can  think  I  can  take  these  additional 
risks.  What  is  the  role  securitization  plays  in  dealing  with  that? 

Mr.  SiDMAN.  I  am  not  sure  anjrthing  impacts  the  type  of  feeding 
frenzy  that  we  saw  in  the  mid-1980's.  Earlier  witnesses  indicated 
that  the  liberal  tax  laws  prior  to  1986  provided  built-in  subsidies 
that  caused  people  to  overproduce  as  well  as  a  banking  system  that 
opened  up  the  flood  gates.  That  is  past  history.  If  the  banking  sys- 
tem is  being  administered  on  safe  and  sound  principles,  as  we  be- 
lieve it  is  today,  we  believe  that  with  the  balance  of  the 
securitization,  the  market  will  provide  its  own  methods  of  balance. 

The  market  is  pretty  smart  about  that  in  terms  of  analysts  and 
investors  who  are  seeking  certain  levels  of  risk.  If  you  go  to  rating 
agencies,  the  loan  to  value  ratios  on  what  is  being  offered  were  not 
what  they  were  in  the  1980s.  Then  one  could  borrow  100  percent, 
110  percent  of  value.  It  is  now  70  percent  value  stability.  I  think 
the  market  is  smarter  today  and  hopefully  will  continue  to  be 
smarter  until  it  forgets  the  lessons  of  the  past. 

Mr.  Markey.  Since  I  have  been  on  this  committee  for  18  years, 
I  have  to  admit  that  the  market  has  wide  swings  of  being  very  in- 
telligent and  very  stupid,  and  there  are  time  limits  on  how  long  the 
market  can  do  either,  but  our  job  is  to  see  that  the  risk  runs  to 
the  individuals  rather  than  to  the  entire  system.  Our  job  is  to  pro- 
tect the  system  and  we  clearly  would  like  to  have  as  many  tools 
in  the  arsenal  of  that  stability  objective  as  is  possible  and  to  the 
extent  which  this  may  help,  we  are  interested. 

Mr.  SiDMAN.  We  can  report  that  the  industry  is  hard  at  work  de- 
veloping standardized  documents  and  standardized  terminology. 
There  is  a  group  called  the  Capital  Consortium  consisting  of  the 
National  Real  Estate  Committee,  National  Association  of  Realtors 
and  the  Mortgage  Bankers  Association  that  has  produced  impres- 
sive work  moving  toward  that  standardization. 

We  believe  that  by  pooling  these  risks  that  we  are  providing 
greater  stability  and  more  opportunity  for  investors  to  spread  that 
risk  and  find  the  right  kinds  of  risks  they  need  for  their  returns. 
So  it  is  a  concept  that  is  being  looked  at  across  the  board  and  one 
that  is  engendering  a  great  deal  of  deep  interest  and  excitement. 

Mr.  Markey.  To  that  extent,  that  is  helpful  to  us.  We  have  had 
many  former  geniuses  testify  in  the  past  few  years  who  gave  us  ab- 
solute guarantees  what  effect  the  proposals  they  had  on  the  table 
had  on  the  economy.  We  have  capacity  to  do  a  retrospective  and  in 
some  cases  it  was  not  as  accurate  and  prospective  as  our  ability  to 
see  retrospectively  could  have  been. 

Henry  Kaufman  testified  when  we  were  doing  the  mortgage  bill 
that  banks  were  being  crowded  out  of  capital  markets.  Has  there 
been  any  evidence  of  that,  which  has  happened  as  a  consequence 
of  some  of  the  growth  of  the  mortgage-related  securities  markets? 
Have  any  of  you  seen  that? 

Mr.  Katz.  We  have  not  on  Wall  Street. 

Mr.  Markey.  Are  there  any  fears  of  it  developing  in  the  future? 

Mr.  Katz.  It  sounds  like  good  modesty  and  no  hubris  would  be 
the  right  way.  I  suspect  that  won't  happen. 
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Mr.  Markey.  We  had  Alan  Greenspan  here  last  week  and  he 
takes  that  approach.  It  is  impossible  to  decipher  what  he  said.  We 
think  he  has  made  a  successful  art  form  out  of  it.  It  is  probably 
wise  to  follow  it. 

Do  you  agree  that  sometimes  the  securitization  process  can  be 
taken  too  far? 

Mr.  Katz.  So  far  we  haven't  seen  that.  The  securitizations  that 
have  been  done  exceed  a  trillion  dollars  of  activity. 

Mr.  Markey.  How  about  securitization  of  unpaid  hospital  bills? 
How  would  you  feel  about  that? 

Mr.  Katz.  We  are  working  on  a  transaction  for  the  City  of  New 
York  on  the  unpaid  tax  liens  that  the  city  has  on  their  books.  The 
over  collateralization  on  that  transaction  suggests  that  the  likeli- 
hood of  collection  is  pretty  low.  We  have  $1.5  billion  tax  liens  is 
nonrecourse.  They  will  raise  that  money  even  if  the  tax  liens  are 
not  collected. 

In  many  respects  it  is  perfect.  They  should  have  had  anyway  and 
they  can  avoid  any  recourse  considerations.  Over  collateralization 
is  one  of  the  elements  that  is  protecting  the  investor.  We  were  also 
able  to  find  a  private  sector  money  line  insurer  to  do  the  private 
sector  protection  of  the  investor. 

Mr.  Markey.  So  you  think  there  are  collateral  ways  to  deal  with 
fraud  involved  and  that  there  are  no  real  limitations  in  terms  of 
the  marketplace  ability  to  absorb  and  the  regulatory  capacity  to  in- 
sure that  there  is  investor  protection  with  regard  to  any  area  that 
you  have  thus  seen  in  any  of  these  receivables? 

Mr.  Katz.  So  far  we  have  not  had  the  problem  you  have  raised, 
although  it  is  always  possible.  We  haven't  found  them  yet. 

Mr.  Markey.  You  understand  our  committee's  responsibility  is  to 
find  the  10  percent  where  the  problems  would  develop,  where  the 
10  percent  most  venal  who  would  prey  on  people  are,  which  would 
cause  problems  for  the  entire  system  when  they  hit,  so  we  are  look- 
ing for  advice  from  our  expert  witnesses  as  to  where  the  line 
should  be  drawn  even  as  we  agree  with  you  with  regard  to  those 
products  which  could  be  put  out  of  the  market.  That  is  the  request 
which  we  make  of  our  expert  witnesses.  Give  us  both  sides  of  the 
coin. 

Mr.  Katz.  If  I  could  add  a  comment.  The  risks  are  what  they  are. 
Securitization  disseminates  risks,  diversifies  them  and  finds  the 
right  place  for  them.  If  in  fact  there  is  going  to  be  a  credit  problem 
with  underlying  assets  in  securitization,  the  fact  that  the  assets 
were  securitized  is  not  the  fault  of  handling  assets.  So  it  is  that  if 
securitization  were  to  have  a  dramatic  failure  down  the  road  that 
the  blame  would  be  placed  on  the  securitization  process  inappropri- 
ately, not  on  the  asset  origination  process,  and  I  think  we  should 
distinguish  the  two  risks. 

Mr.  Markey.  I  appreciate  that.  But  there  is  a  holding  out  that 
the  underlying  asset  has  been  analyzed  as  being  a  proper  and  solid 
enough  foundation  to  justify  the  securitization.  So  there  is  a  certain 
masking  of  the  underlying  product  which  goes  on  as  you  move  out 
into  this  arcane  world  of  securitization.  We  want  to  make  sure 
whether  it  be  junk  bonds  or  Third  World  debt  that  everyone  under- 
stands that  we  are  not  talking  about  CJeneral  Motors,  about  an 
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asset,  in  other  words,  that  has  been  time-tested  and  understood  to 
give  this  kind  of  a  guaranteed  return, 

Mr.  McNinch,  Governor  LaWare's  testimony  addressed  an  impor- 
tant but  often  overlooked  issue,  and  that  is  the  possibility  that  pro- 
posals like  this  one  can  sometimes  have  dramatic  unintended  con- 
sequences. The  concern  is  that  the  existence  of  secondary  markets 
for  small  business  loans  could  have  the  undesirable  effect  of  rigidly 
standardizing  the  terms  and  conditions  for  such  lending  and  that 
could  preclude  many  deserving  businesses  from  gaining  access  to 
the  credit,  which  they  need  for  their  businesses.  So  as  a  banker, 
Mr.  McNinch,  do  you  share  the  same  reservations  that  my  constitu- 
ent, the  president  of  the  Medford  Savings  Bank  has,  that  his  loan 
officers  would  lose  their  discretion  to  determine  who  was  a  good 
risk  and  a  person  that  was  a  good  risk  and  a  business  that  was 
a  good  risk  that  did  deserve  a  loan? 

Mr.  McNinch.  Mr.  Chairman,  again,  I  would  see  this  as  another 
product.  I  share  the  Governor's  opinion  of  if  we  tried  to  create  a 
mortgage  lending  situation  where  it  is  a  fill-in-the-blank  and  check- 
sheet  situation,  that  probably  would  not  work  for  business  loans. 
On  the  other  hand,  I  think  the  people  on  Wall  Street  would  find 
the  little  niches  and  so  forth  to  make  some  products  available. 

I  think  another  product  or  another  group  of  products  would  be 
made  available  for  the  small  business  lender.  Nothing  though  is 
going  to  get  in  the  way  of  the  banks  such  as  ours,  the  independent 
banks  continuing  to  make  the  small  business  loans  to  their  cus- 
tomers  

Mr.  Markey.  So  the  president  of  the  Medford  Savings  Bank 
shouldn't  worry  here? 

Mr.  McNinch.  I  would  say,  no,  he  should  not  worry.  He  is  going 
to  have  another  product  to  use  and  that  will  be  it. 

Mr.  Markey.  Do  you  agree,  Mr.  Goettsch? 

Mr.  GrOETTSCH.  That  is  likely.  It  is  not  our  area  of  expertise  but 
that  seems  to  be  the  case. 

Mr.  Markey.  There  is  legislation  in  the  Senate  for  including  as 
an  asset  leases  of  equipment  and  personal  property.  What  are  your 
views  of  including  that  as  an  asset  for  the  purposes  of  the  legisla- 
tion? 

Mr.  GrOETTSCH.  I  guess  I  think  to  some  extent  that  raises  our 
concerns.  We  have — we  have  a  long  track  record  of  looking  at 
equipment  leasing,  limited  partnerships  and  have  some  fairly  so- 
phisticated standards  that  we  impose  for  registration  of  those  vehi- 
cles. It  is  difficult  for  us  to  determine  based  upon  the  language  that 
was  added  in  the  Senate  amendment  as  to  where  that  market 
would  go  and  what  it  would  encompass.  That  is  something  we 
might  want  to  follow  up  with  in  a  letter  to  the  committee. 

It  raises  additional  concerns  and  moves  the  breadth  of  the  bill 
past  the  small  business  focus,  which  is  limited  to  definition  of 
small  business  under  SBA. 

Mr.  Markey.  Could  you  give  us  your  written  comments  on  that? 

Mr.  Goettsch.  Certainly. 

Mr,  Markey.  I  would  like  to  briefly  get  each  one  of  your  views 
on  a  key  aspect  of  H.R.  2600  and  its  explicit  identification  of  social 
goals  and  its  willingness  to  direct  the  allocation  of  credit  to  help 
further  them. 
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Mr.  Sidman,  what  do  the  groups  you  represent  think  about  this 
type  of  credit  allocation  decision  being  made  outside  of  the  market- 
place? 

Mr.  Sidman.  We  think  that  2600  is  a  bad  idea.  It  is  one  thing 
to  create  these  goals  where  you  have  a  bank  franchise,  FDIC  insur- 
ance and  other  types  of  regulatory  requirement,  but  what  is  being 
talked  about  in  securitization  is  a  free  market  system.  We  want  to 
reduce  the  amount  of  cost,  reduce  the  amount  of  administration 
and  maximize  the  amount  of  credit  that  is  flowing  through.  We 
think  it  is  duplicative  and  a  bad  idea. 

Mr.  McNiNCH.  From  a  bankers  point  of  view,  we  think  there  is 
already  enough  of  the  various  incentives  for  banks  for  the  various 
agendas  which  you  mentioned.  I  would  suggest  3474  would  be  the 
right  way  to  go. 

Mr.  Katz.  We  are  not  supportive  of  many  of  the  regulatory  bur- 
dens associated  with  2600.  We  would  be  more  in  favor  of  a  free- 
market  type  of  approach,  one  well  protected  by  the  SEC  and  other 
types  of  regulatory  bodies  already. 

Mr.  GOETTSCH.  I  would  have  to  confess  that  the  goals  of  2600  are 
not  within  our  particular  domain.  We  have  raised  concerns  about 
H.R.  2600,  which  are  in  the  written  testimony.  I  would  like  to  add 
that  we  are  appreciative  of  your  comment  being  inserted  about  the 
10  percent  who  are  venal  that  might  sell  to  the  unsophisticated. 
That  is  our  focus,  not  so  much  with  the  community  development 
aspect. 

Mr.  Markey.  Let  me  then  ask  each  of  you  to  give  us  a  1-minute 
summation  of  what  you  want  us  to  retain  as  we  go  to  conference 
with  the  Senate  on  these  issues.  We  will  give  each  one  of  you  1 
minute  to  summarize.  Mr.  Goettsch. 

Mr.  Goettsch.  I  think  our  biggest  concern  is,  as  I  said,  with  the 
preemptive  portions  of  these  bills  and  it  strikes  us  that  to  the  ex- 
tent that  the  sales  are  going  to  be  made  to  institutional  investors, 
there  is  a  simple  means  to  rectify  that. 

The  written  testimony  suggests  that  as  long  as  sales  are  made 
in  a  substantial  dollar  amount,  then  the  preemption  language  does 
not  trouble  us.  If  ssdes  are  going  to  be  made  in  dollar  amounts  less 
than  substantial  amounts,  then  we  think  the  preemption  provision 
should  be  eliminated. 

At  the  very  least,  the  States  should  have  an  unlimited  time  to 
overturn  the  preemption  language  if  it  is  retained  as  a  fallback. 
The  experience  that  we  have  seen  with  limited  partnerships,  it  took 
many,  many  years  before  we  realized  the  problems  that  existed 
with  that  marketplace  and  a  7-year  duration  to  opt  out  of  the  pro- 
visions does  concern  us  as  being  too  limited. 

Mr.  Markey.  Mr.  Sidman. 

Mr.  SlDl^.iAN.  We  believe  that  the  pending  legislation  will  smooth 
out  the  capital  markets  and  the  concerns  you  have  raised  because 
it  creates  a  national  capital  market  that  eliminates  some  of  the 
bumps  and  grinds  of  the  regional  perspectives  and  it  permits  the 
larger  investors  to  help  set  the  capital  standards  that  would  be  re- 
quired to  make  sure  that  there  is  safe  and  sound  capital  availabil- 
ity and  credit  availability  with  a  national  perspective  and  a  longer 
term  attitude. 
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Using  the  rating  agencies,  we  think  this  is  a  very  good  way  of 
addressing  your  concerns  about  evening  out  capital  cycles  and  pro- 
viding the  economy  with  necessary  capital. 

Mr.  Katz.  I  think  the  thing  that  PrudentisJ  would  like  most  is 
success.  We  encourage  the  SBA  program  and  any  programs  con- 
templated of  its  ilk.  We  think  that  has  been  very  successful.  We 
would  like  conformity  of  documentation  and  anything  that  this 
committee  can  do  to  facilitate  the  conformity  of  documentation.  We 
very  much  would  encourage  additional  consideration  from  the  com- 
mittee over  and  above  the  Federal  Register  item,  which  is  related 
to  the  holding  of  subordinate  traunches  by  depositories  and  making 
that  more  flexible. 

We  would  like  ERISA  exemptions  to  be  extended  to  this  class. 
We  would  like  the  same  for  SMMEA  and  encourage  it  for  this  type 
of  asset.  While  discussing  generally  your  objectives  with  other 
Members  of  the  House,  we  encourage  the  FASIT  legislation.  The 
only  item,  we  don't  want  the  additional  regulatory  burdens  and  we 
would  encourage  any  considerations  of  that  type  of  burden  not  to 
be  implemented. 

Mr.  Markey.  I  appreciate  that. 

Mr.  McNinch? 

Mr.  McNiNCH.  To  summarize,  I  would  suggest  that  by  removing 
any  barriers  that  would  allow  the  free  market  to  develop  another 

groduct  that  could  be  used  by  the  banking  industry  to  help  small 
usinesses  as  they  grow  and  develop,  would  be  my  message. 

Mr.  Markey.  One  final  thing.  Are  we  sure  that  the  small  busi- 
ness community  will  be  the  beneficiary  of  all  this  at  the  end  of  the 
day? 

Mr.  McNinch.  In  my  opinion,  that  would  be  the  beneficiary  of 
that  yes,  sir. 

Mr.  Markey.  Can  you  guarantee  that? 

Mr.  McNiNCH.  No,  sir. 

Mr.  Markey.  We  thank  each  of  you.  We  are  going  to  be  moving 
aggressively  into  the  conference  phase.  We  would  like  to  work 
closely  with  each  of  the  witnesses  here  and  the  groups  they  rep- 
resent so  we  can  achieve  a  sound  balance  between  all  the  various 
considerations  referred  to  today.  We  thank  each  of  you.  The  hear- 
ing is  adjourned. 

[Whereupon,  at  12:05  p.m.,  the  subcommittee  was  adjourned,  to 
reconvene  at  the  call  of  the  Chair.] 

[The  following  material  was  received  for  the  record:] 
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SUBMISSION  OF  THE  INVESTMENT  COMPANY  INSTITUTE 


The  Investment  Company  Institute^  appreciates  the 
opportunity  to  present  its  views  on  various  approaches  under 
consideration  that  are  intended  to  facilitate  capital  formation 
for  small  businesses.   The  Institute  strongly  supports  efforts  to 
enhance  the  availability  of  capital  to  small  business,  consistent 
with  the  need  to  maintain  effective  investor  protection. 
Today,  investment  companies  provide  an  important  source  of 
capital  for  small  businesses.   For  example,  as  of  December  1993 
there  were  at  least  106  small  company  growth  mutual  funds  with 
aggregate  assets  of  over  $31.3  billion.   In  this  way,  mutual 
funds  have  helped  thousands  of  small  businesses  obtain  the 
capital  they  need  to  grow  into  highly  productive  firms. 

I.    Institute  Support  of  S.  384 

In  order  to  facilitate  the  availability  of  capital  for  small 
businesses,  the  Institute  has  called  for  favorable  action  on  S. 
384,  the  "Small  Business  Loan  Securitization  and  Secondary  Market 
Enhancement  Act, "  legislation  introduced  by  Senator  D'Amato  with 
bipartisan  Senate  support.^    S.  3  84  is  intended  to  further  the 


^  The  Investment  Company  Institute  is  the  national  association  of  the 

American  investment  company  industry.   Its  membership  includes  4,807  open-end 
investment  companies  ("mutual  funds"),  442  closed-end  investment  companies  and  13 
sponsors  of  unit  investment  trusts.   Its  mutual  fund  members  have  assets  of  about 
$2,107  trillion,  accounting  for  approximately  95%  of  total  industry  assets,  and 
have  over  38  million  individual  shareholders. 

^      See  Letter  to  the  Honorable  Alfonse  D'Amato  from  Matthew  P.  Fink, 
President,  Investment  Company  Institute  (April  12,  1993). 
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development  of  a  secondary  market  in  small  business  loans  and 
increase  the  availability  of  credit  to  small  businesses. 

The  securitization  of  the  home  mortgage  market  has  greatly 
enhanced  lending  for  housing,  and  the  idea  of  creating  a 
secondary  market  for  small  business  loans  has  merit  as  well.   If 
such  a  market  were  to  develop,  it  is  almost  certain  that  mutual 
funds  and  closed-end  funds  would  participate  as  buyers  of  these 
securitized  loans. 

11.   Institute  Concerns  About  H.R.  2600 

On  the  other  hand,  the  Institute  has  serious  concerns  about 
H.R.  2600,  the  "Business,  Commercial  and  Community  Development 
Secondary  Market  Development  Act."    This  legislation  would 
create  a  duplicative,  inconsistent,  and  inadequate  regulatory 
scheme  that  can  only  serve  to  affect  negatively  the  current 
regulatory  structure  governing  pooled  securities. 

H.R.  2600  would  authorize  a  new  type  of  pooled  securities 
vehicle,  the  "secondary  market  facilitating  organization"  (or 
"SMFO").   While  SMFOs  would  be  treated  as  investment  companies 
under  Section  3  of  the  Investment  Company  Act  of  1940,  the  bill 
contemplates  that  SMFOs  would  be  subjected  to  a  new  regulator  and 
a  competing  scheme  of  regulation  that  departs  dramatically  from 
current  law  and,  in  our  view,  is  inadequate  to  protect  investors. 
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The  federal  securities  laws  recognize  the  high  potential  for 
conflicts  of  interest  that  arise  whenever  a  manager  or  sponsor  is 
entrusted  with  discretion  over  assets  in  a  pooled  investment 
medium  offered  to  the  public.   For  this  reason,  the  Investment 
Company  Act  of  1940  and  the  other  federal  securities  laws 
strictly  regulate  almost  every  aspect  of  an  investment  company's 
operations,  in  order  to: 


protect  the  physical  integrity  of  the  investment 
company's  assets; 

prohibit  or  severely  restrict  self -dealing; 

insure  that  investors  receive  adequate,  accurate  and 
timely  information  about  the  investment  company; 

prohibit  unfair  and  unsound  capital  structures;  and 

insure  the  fair  valuation  of  investor  purchases  and 
redemptions . 


Congress  assigned  to  the  Securities  and  Exchange  Commission 
the  exclusive  authority  to  administer  and  enforce  the  Investment 
Company  Act.   During  the  past  50  years  the  Commission  has 
consistently  addressed  issues  raised  under  the  Act  in  a  manner 
that  protects  investors  while  allowing  innovation  within  the 
investment  company  industry.   The  dramatic  growth  of  the 
investment  company  industry  is,  in  our  judgment,  largely  due  to 
this  highly  effective  scheme  of  federal  regulation.  The  strict 
discipline  imposed  by  the  federal  securities  laws  has  enhanced 
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the  investing  public's  confidence  in  the  integrity  of  investment 
company  management . ' 

As  noted  above,  SMFOS  would  be  considered  investment 
companies  pursuant  to  the  Investment  Company  Act,  since  they 
would  be  pools  of  securities  that  would  be  publicly  offered.* 
Nonetheless,  the  bill  would  subject  these  investment  companies  to 
a  wholly  new,  untested  and  largely  duplicative  regulatory  scheme, 
administered  not  by  the  SEC  but  by  the  Secretary  of  the  Treasury. 
For  example,  H.R.  2600  would  authorize  the  Secretary  of  the 
Treasury  to  establish  standards  concerning  such  issues  as  capital 
adequacy,  integrity  of  insiders,  conflicts  of  interest,  and 
regulatory  reports. 

All  of  these  standards  are  currently  addressed  in  the 
federal  securities  laws  with  respect  to  investment  companies.   At 
best,  therefore,  the  scheme  for  SMFOs  would  occasion  substantial 
duplication,  governmental  inefficiency,  regulatory 
inconsistencies,  and  investor  confusion.   Of  even  greater 
concern,  the  bill  creates  significant  potential  for  conflicts 
between  the  Secretary's  supervision  of  SMFOs  and  the  SEC's 
exercise  of  its  authority  over  other  investment  companies  and 


For  example,  since  1940  the  mutual  fund  industry  has  grown  from  689 
funds  to  over  4500  funds,  and  from  assets  of  $448  million  to  over  $2.1  trillion. 

*      As  set  forth  in  H.R.  2600,  SMFOs  could  invest  in  virtually  any  type 
of  debt  and  equity  security.   Thus,  there  would  be  no  assurance  whatsoever  that 
the  bill  would  attain  its  stated  objectives,  since  SMFOs  would  not  necessarily 
invest  in  small  business  securities  to  any  significant  degree. 
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compromises  the  SEC ' s  ability  to  conduct  its  Congressionally 
mandated  mission  --  the  protection  of  investors.' 

In  this  regard,  we  do  not  believe  that  the  "savings  clause" 
included  in  H.R.  2  600  (or  any  such  "savings  clause")  can 
adequately  address  this  concern.   The  bill's  establishment  of  a 
parallel  regulatory  structure  inevitably  will  interfere  with  the 
SEC's  clear  lines  of  authority  over  investment  companies,  to  the 
detriment  of  the  investing  public. 

Instead  of  creating  another  regulatory  scheme,  SMFOs  should 
be  subject  to  the  Investment  Company  Act  and  to  the  exclusive 
regulatory  authority  of  the  Securities  and  Exchange  Commission. 
Only  by  doing  so  will  Congress  assure  uniform  regulation  and 
investor  protection. 

III.  Conclusion 

The  Institute  strongly  supports  efforts  to  enhance  the 
availability  of  capital  to  small  businesses,  consistent  with  the 
need  to  maintain  effective  investor  protection.   Toward  this  end, 
the  Institute  urges  Congress  to  pass  S.  384,  the  "Small  Business 

Loan  Securitization  and  Secondary  Market  Enhancement  Act."  At  the 
same  time,  the  Institute  recommends  that  the  Congress  not  pass 
H.R.  2600. 


The  bill  also  would  preempt  State  registration  and  other  laws  to 
which  traditional  investment  companies  are  subject.   There  does  not  appear  to  be 
any  rationale  for  such  a  pre-emption  clause.   SMFOs  are  investment  companies  that 
raise  at  least  as  many  investor  protection  concerns  as  other,  traditional 
investm.ent  companies,  all  of  which  are  subject  to  registration  and  regulation  at 
the  State  level . 
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(202)457-5212 
June  15,  1994 


Honorable  Edward  J.  Markey 

Chairman,  Subcommittee  on  Telecommunications 

and  Finance 
Committee  on  Energy  and  Commerce 
U.S.  House  of  Representatives 
Washington,  D.C. 

Dear  Mr.  Chairman: 

This  letter  is  submitted  on  behalf  of  GE  Capital  Services  for  inclusion  in  the  record  of  the 
June  14,  1994  hearings  of  the  Subcommittee  on  Telecommunications  and  Finance  on  the  Small 
Business  Secondary  Market  Provisions  of  H,R.  3474. 

H.R.  3474,  as  passed  by  the  Senate,  contains  provisions  intended  to  encourage  the 
development  of  a  broader  secondary  market  in  small  business  obligations  (e.g.,  the  sale  of  such 
obligations  by  the  original  lenders  to  intermediaries  which  then  sell  securities  backed  by  the 
obligations).  These  provisions  generally  are  patterned  on  the  Secondary  Mortgage  Market 
Enhancement  Act  of  1984  (SMMEA)  and  address  certain  perceived  regulator)  impediments 
under  the  federal  securities,  banking  and  pension  laws.  In  general,  these  provisions  apply  only  to 
securities  backed  by  loans  or  leasing  obligations  of  "small  business  concerns",  as  that  term  is 
defined  in  section  3  of  the  Small  Business  Act.  In  addition,  the  Senate  bill  contains  a  "Sense  of 
the  Senate"  resolution  in  support  of  legislation  to  grant  special  tax  treatment  for  small  business 
loan  conduits  and  their  investors.  Although  the  House-passed  version  of  H.R.  3474  does  not 
contain  any  comparable  provisions,  the  House  Banking  Committee  recently  approved  a  more 
extensive  secondary  market  enhancement  bill  (H.R.  2600),  which  calls  for  a  study  of  the  relevant 
tax  issues. 

If  the  conference  committee  on  H.R.  3474  agrees  to  any  small  business  secondary  market 
provisions,  they  should  be  based  solely  on  the  Senate  approach,  explicitly  limited  to  securities 
backed  by  small  business  loans  and  not  include  provisions  calling  for  the  enactment  of  special 
tax  benefits  for  the  securitization  of  such  loans. 
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Small  Business  Leases.  As  noted,  the  Senate's  small  business  secondary  market 
provisions  would  cover  securities  that  represent  interests  in  promissory  notes  or  leases  of 
personal  property  evidencing  the  obligation  of  a  small  business  concern.  The  reference  to  leasing 
transactions,  which  was  added  on  the  Senate  floor  without  the  benefit  of  hearings,  should  be 
deleted.  Securitization  (and  the  concomitant  development  of  secondary  markets)  necessarily 
requires  that  the  underlying  obligations  conform  strictly  to  a  uniform  set  of  guidelines.  The  slow 
development  of  the  small  business  lease  securitization  market  reflects  the  comparatively  more 
complex  risk  profile  of  lease  transactions  (and  the  reduced  susceptibility  to  standardization) 
\is-a-vis  the  traditional  types  of  loans  to  which  the  Senate  small  business  provisions  were 
originally  directed.  Leasing  presents  special  risks  relating  to  the  titling  of  the  underlying  assets, 
the  ownership  of  the  residual  interests  in  those  assets,  the  allocation  of  tax  attributes  between 
lessor  and  lessee,  and  so  on.  If  the  leasing  provisions  of  the  Senate  bill  are  retained,  the  resulting 
subsidy  for  leases  that  meet  the  standards  for  securitization  will  create  an  artificial  incentive  for 
standardization  and  an  equally  artificial  incentive  for  financial  intermediaries  to  avoid 
non-standardized  leases.  This  could  in  turn  reduce  the  leasing  alternatives  available  to  many 
small  businesses  and  leave  some  of  them  worse  off  than  they  would  have  been  had  no  legislation 
been  enacted. 

Tax  Provisions.  The  Congress  should  not  commit  itself,  even  in  principle,  to  support  the 
enactment  of  significant  tax  law  changes  before  those  provisions  have  been  studied  and  acted 
upon  by  the  two  Congressional  tax  committees,  with  appropriate  input  fi-om  the  Administration 
and  the  private  sector.  Tliis  is  particularly  true  in  this  situation  because  of  the  important  tax 
policy  issues  involved  and  the  effects  of  the  so-called  "pay  as  you  go"  budget  constraints  to 
which  the  Congressional  tax  committees  are  now  subject. 

From  a  tax  policy  standpoint,  enactment  of  even  the  REMlC-type  provisions  originally 
contemplated  by  the  Senate  Banking  Committee  would  create  a  significant,  and  potentially 
artificial,  incentive  for  the  standardization  of  small  business  financing  transactions. 
Standardization  may  in  turn  reduce  the  altematives  available  to  small  business.  Moreover,  some 
advocates  of  the  Senate's  tax  provision  (as  finally  adopted  after  several  floor  amendments)  favor 
tax  relief  that  extends  well  beyond  the  scope  of  the  REMIC  provisions.  The  conference 
committee  on  H.R.  3474  simply  is  not  the  appropriate  forum  to  conduct  the  detailed  analyses 
needed  to  determine  whether  such  an  approach  is  appropriate  as  a  matter  of  tax  or  other  relevant 
federal  policies.  Absent  such  an  analj  sis,  there  appears  to  be  no  readily  discernible  basis  for  the 
conference  committee  on  H.R.  3474  to  express  an>'  substantive  view  as  to  the  appropriate  method 
for  taxation  of  small  business  (or  any  other)  securitization  conduits  and  their  investors. 

In  budgetary  terms,  adoption  of  the  Senate  provision  would  implicitly  commit  the 
Congress  to  increasing  the  taxes  of  others  in  order  to  offset  any  revenue  losses  occasioned  by 
enactment  of  the  conduit  legislation  contemplated  by  advocates  of  the  Senate  provision.  Suffice 
it  to  say  that  it  seems  doubtful  that  Congress  should  formally  commit  itself,  even  in  principle,  to 
the  enactment  of  the  proposed  conduit  legislation  without  either  an  official  revenue  estimate  or 
some  notion  of  a  possible  revenue  offset. 

Very  truly  yours. 


S^^^-^  ^:^<Hx/^A^ 


Donald  V.  Moorehead 
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Prudential  Securities  ®y 


Adrian  Katz 

Managing  Director  -  Pfimarv  Markets  Group 
Financial  Strategies  Group 


June  16,  1994 

Mr.  Edward  J.  Markey 

U.S.  House  of  Representatives 

Committee  on  Energy  and  Commerce 

Subcommittee  on  Telecommunications  and  Finance 

Washington,  D.C.  20515-6119 


Dear  Chairman  Markey: 

I  greatly  appreciated  the  opportunity  to  contribute  to  your  Subcommittee  on 
Telecommunications  and  Finance  on  14  June.  I  would  be  pleased  to  be  of 
service  in  the  future. 

As  per  your  request  I  have  enclosed  some  descriptive  material  regarding 
the  innovations  in  asset  securitization  with  which  Prudential  Securities  has 
been  proudly  associated  and  a  listing  of  all  asset  backed  transactions 
completed. 

If  further  information  can  be  of  assistance  then  please  contact  me  at  (212) 
214-4986. 


Sincerely, 


Prudential  Securities  Irxiorpiorated,  One  Seaport  Plaza.  26th  Floor.  New  York,  NY  10292  212  214-4986 
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SMALL  BUSINESS  INCENTIVES 


TUESDAY,  JULY  26,  1994 

House  of  Representatives, 
Committee  on  Energy  and  Commerce, 
Subcommittee  on  Telecommunications  and  Finance, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:10  a.m.,  in  room 
2123,  Raybum  House  Office  Building,  Hon.  Edward  J.  Markey 
(chairman)  presiding. 

Mr.  Markey.  Good  morning  and  welcome  to  the  Subcommittee 
on  Telecommunications  and  Finance. 

Those  of  you  in  attendance  today  are  getting  "two  for  the  price 
of  one."  In  addition,  you  are  also  getting  a  healthy  serving  of  "al- 
phabet and  acronym"  soup,  as  we  learn  from  the  SEC,  NASAA,  the 
ICI  and  others  about  BDC's,  SBIC's,  MSIC's  and  Bidco's.  We  hope 
these  entities  can  help  our  economy  grow  without  threatening  our 
common  language  and  without  jeopardizing  our  commitment  to 
protecting  investors. 

The  hearing  itself  will  address  two  distinct  subjects.  One  involves 
S.  479,  the  Small  Business  Incentive  Act,  sponsored  by  Senator 
Chris  Dodd,  a  bill  which  he  has  already  managed  to  navigate 
through  the  Senate.  The  other  involves  an  idea  that  has  taken  hold 
in  Europe  that  some  believe  will  promote  long-term  "relational  in- 
vesting" and  therefore  help  make  American  companies  more  com- 
petitive. 

Both  proposals  seek  to  help  accelerate  American  economic  growth 
by  providing  badly  needed  capital  and  expert  managerial  assist- 
ance to  small  and  medium  sized  businesses.  As  we  are  seeing  right 
now,  in  my  home  State  of  Massachusetts  as  well  as  in  niany  other 
areas  of  the  country,  these  are  the  companies  that  inevitably  end 
up  leading  the  way  during  economic  recoveries  and  periods  of  sus- 
tained growth. 

Fifty-two  percent  of  the  workers  in  my  State  are  employed  by 
small  businesses.  A  few  of  these  smaller  companies  receive  consid- 
erable public  attention,  especially  those  high-tech  firms  that,  for  a 
small  monthly  fee,  will  soon  enable  your  toaster  and  your  TV  to 
talk  to  each  other.  But  most  small  and  medium  size  companies  toil 
more  quietly  and  yet  just  as  effectively. 

These  are  the  companies  that  form  an  important  part  of  the 
backbone  of  my  State's  increasingly  strong  economy.  After  enduring 
a  particularly  tough  recession,  Massachusetts'  unemployment  rate 
is  now  below  the  national  average  and  ranks  third  best  among  the 
11  largest  industrial  States.  Still,  the  SBA's  New  England  Regional 
Administrator  believes  that  a  credit  crunch  lingers  on.  Last  month, 
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he  was  quoted  as  saying  that,  "Many  business  owners  are  still  fi- 
nancing their  businesses  and  inventories  on  their  credit  cards.  That 
is  a  crime.  But  they  can't  get  the  door  open  to  get  access  to  cap- 
ital." 

This  observation  suggests  that  more  needs  to  be  done  to  help 
make  needed  credit  available  to  deserving  small  and  medium  size 
businesses,  an  opinion  I  know  is  shared  by  economists  in  other  re- 
gions of  the  country. 

The  goal  of  the  Small  Business  Incentive  Act  is  to  make  it  easier 
for  small  businesses  to  gain  access  to  the  capital  they  need  to  grow 
and  to  prosper.  The  bill  seeks  to  achieve  this  goal  in  a  number  of 
notable  ways. 

First,  section  2  of  S.  479  would  permit  the  SEC  to  increase  the 
amount  a  small  business  can  raise  through  the  issuance  of  securi- 
ties without  triggering  the  full  registration  requirements  of  the  Se- 
curities Act  of  1993.  Presently,  small  businesses  can  use  simplified 
registration  procedures  to  issue  up  to  $5  million  in  stock  annually. 
The  legislation  allows  the  SEC  to  double  this  amount  to  $10  mil- 
lion. 

Second,  section  3  of  Senate  479  would  permit  the  creation  of 
pooled  funds  that,  in  most  crucial  respects,  resemble  mutual  funds. 
Because  shares  in  these  funds  could  only  be  held  by  "qualified  pur- 
chasers" thought  to  be  highly  sophisticated,  these  pooled  funds 
would  not  be  subject  to  any  of  the  core  investor  protection  provi- 
sions of  the  Investment  Company  Act  of  1940.  Because  of  the  obvi- 
ous potential  risk  involved,  we  will  consider  carefully  the  proposed 
definition  of  "qualified  purchaser."  We  will  also  be  interested  in 
learning  from  our  witnesses  whether  some  efforts  should  be  made 
to  link  the  existence  of  these  pooled  funds  to  the  principal  objective 
of  this  legislation,  which  is  to  generate  more  access  to  capital  for 
small  businesses. 

Finally,  S.  479  also  seeks  to  rejuvenate  the  operations  of  busi- 
ness development  companies,  or  BDC's.  BDC's  are  a  creature  of  our 
securities  laws,  invented  in  1980  to  promote  investments  in  small, 
developing  and  financially  troubled  companies  while  also  providing 
managerial  assistance  to  them.  But  as  you  will  hear  today,  this  ini- 
tiative has  not  proceeded  as  vigorously  as  we  would  have  expected. 

One  of  the  key  proposals  to  help  revive  BDC's  would  permit  them 
to  become  more  highly  leveraged.  While  some  BDC's  may  have 
earned  the  right  to  utilize  leverage,  I  am  concerned  about  creating 
statutory  entitlements  to  something  so  fraught  with  risk.  So  I  will 
ask  our  witnesses  about  whether  there  are  any  alternative  methods 
of  providing  this  assistance  to  BDC's. 

Our  other  group  of  witnesses  will  be  testif3dng  about  a  proposal 
to  permit  the  creation  of  "managerial  strategic  investment  compa- 
nies." This  is  essentially  a  corporate  governance  proposal.  The  the- 
ory supporting  the  creation  of  these  new  entities  holds  that  they 
would  encourage  long-term  investment  horizons,  and  would  make 
available  substantial  capital  and  needed  managerial  expertise  to 
companies  whose  performance  or  competitive  standing  could  use 
shoring  up. 

These  are  laudable  goals,  and  I  applaud  Senator  Paul  Tsongas 
and  his  colleagues  for  advancing  an  interesting  and  innovative  pro- 
posal to  achieve  them.  Anyone  familiar  with  the  corporate  govern- 
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ance  debate  of  recent  years  knows  that  for  far  too  many  companies, 
the  relationship  between  management,  the  board  of  directors  and 
shareholders  seems  stubbornly  resistant  to  evolution. 

At  the  same  time,  however,  because  of  the  potential  impact  of 
corporate  governance  initiatives  on  controversial  market  activities 
such  as  takeovers,  we  must  proceed  deliberately  to  avoid  unantici- 
pated and  unwanted  consequences.  In  light  of  the  exemptions  from 
the  Investment  Company  Act  of  1940  that  would  be  required,  we 
also  need  to  determine  whether  an  MSIC  is  the  most  effective  way 
to  achieve  these  important  corporate  governance  goals. 

The  time  for  the  opening  statement  of  the  Chair  has  expired. 

[Testimony  resumes  on  p.  143.] 

[The  text  of  S.  479  follows:] 
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103d  congress 
1st  Session 


S.479 


IN  THE  HOUSE  OF  REPRESENTATIVES 

November  3,  1993 
Referred  to  the  Committee  on  Energy  and  Commerce 


AN  ACT 

To  amend  the  Securities  Act  of  1933  and  the  Investment 
Company  Act  of  1940  to  promote  capital  formation  for 
small  businesses  and  others  through  exempted  offerings 
under  the  Securities  Act  and  through  investment  pools 
that  are  excepted  or  exempted  from  regulation  under 
the  Investment  Company  Act  of  1940  and  through  busi- 
ness development  companies. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembkd, 

3  SECTION  1.  SHORT  TITLE. 

4  This  Act  may  be  cited  as  the  "Small  Business  Incen- 

5  tive  Act  of  1993". 


129 
2 

1  SEC.  2.  EXEMPTED  SECURITIES. 

2  Section  3(b)  of  the  Securities  Act  of  1933  (15  U.S.C. 

3  77c(b))  is  amended  by  striking  "$5,000,000"  and  insert- 

4  ing  "$10,000,000". 

5  SEC,  3.  EXCLUSIONS  FROM  THE  DEFINITION  OF  INVEST- 

6  MENT  COMPANY. 

7  Section  3(c)  of  the  Investment  Company  Act  of  1940 

8  (15  U.S.C.  80a-3(c))  is  amended— 

9  (1)  in  paragraph  (1),  by  inserting  after  the  first 

10  sentence  the  foUowng  new  sentence:   "Such  issuer 

11  shall  be  deemed  to  be  an  investment  company  for 

12  purposes  of  the   limitations   set  forth   in   subpara- 

13  graphs  (A)(i)  and  (B)(i)  of  section  12(d)(1)  govem- 

14  ing  the  purchase  or  other  acquisition  by  such  issuer 

15  of  any  security  issued  by  a  registered  investment 

16  company  and  the  sale  of  any  security  issued  by  a 

17  registered  open-end  investment  company  to  any  such 

18  issuer."; 

19  (2)  in  paragraph  (1)(A)— 

20  (A)  by  inserting  after  "issuer"   the  first 

21  place  it  appears  "and  the  company  is  or  (but 

22  for  the  exceptions  set  forth  in  this  paragraph 

23  and   paragraph    (7))   would  be   an   investment 

24  company";  and 
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1  (B)  by  striking  "unless  as  of  the  date"  and 

2  all  that  follows  through  the  end  of  subpara- 

3  graph  (A)  and  inserting  a  period;  and 

4  (3)    by   amending   paragraph    (7)    to    read    as 

5  follows: 

6  "(7)   Any  issuer  whose   outstanding  securities 

7  are  owned  exclusively  by  persons  who,  at  the  time  of 

8  acquisition   of   such    securities,    are   qualified   pur- 

9  chasers,  except  that  such  issuer  shall  be  deemed  to 

10  be  an  investment  company  for  purposes  of  the  limi- 

11  tations  set  forth  in  subparagraphs  (A)(i)  and  (B)(i) 

12  of  section  12(d)(1)  governing  the  purchase  or  other 

13  acquisition  by  such  issuer  of  any  security  issued  by 

14  a  registered  investment  company  and  the  sale  of  any 

15  security  issued  by  a  registered  open-end  investment 

16  company  to  any  such  issuer.". 

17  SEC.  4.  DEFINITION  OF  QUALIFIED  PURCHASER. 

18  Section  2(a)  of  the  Investment  Company  Act  of  1940 

19  (15  U.S.C.  80a-2(a))  is  amended  by  adding  at  the  end 

20  the  follo^ving  new  paragraph: 

21  "(51)  'Qualified  purchaser'  means — 

22  "(A)  any  natural  person  who  owns  at  least 

23  $10,000,000   in   securities  of  issuers,   each  of 

24  which  is  not  an  affiliated  person,  as  defined  in 

25  section  2(a)(3)(C),  of  such  person; 
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1  "(B)   any  person,  acting  for  its  own  ac- 

2  count  or  the  accounts  of  other  qualified  pur- 

3  chasers,  who  in  the  aggregate  owns  and  invests 

4  on     a     discretionary     basis,     not     less     than 

5  $100,000,000  in  securities  of  issuers,  each  of 

6  which  is  not  an  affiliated  person,  as  defined  in 

7  section  2(a)(3)(C),  of  such  person;  or 

8  "(C)  any  person,  who  may  own  or  invest  a 

9  lesser  amount   in   securities  than   specified   in 

10  subparagraphs  (A)  and  (B),  that  the  Commis- 

1 1  sion,  by  rule  or  regulation,  has  determined  does 

12  not  need  the  protections  of  this  title,  after  con- 

13  sideration  of  factors  such  as — 

14  "(i)  a  high  degree  of  financial  sophis- 

15  tication,  including  extensive  knowledge  of 

16  and  experience  in  financial  matters; 

17  "(ii)  sizable  net  worth; 

18  "(iii)  a  substantial  amount  of  assets 

19  owned  or  under  management; 

20  "(iv)  relationship  with  an  issuer;  or 

21  "(v)  such  other  factors  as  the  Com- 

22  mission   may  determine   to  be   consistent 

23  with  the  purpose  of  this  paragraph. 

24  The  Commission  also  may  adopt  such  rules  and  reg- 

25  ulations  governing  the  persons  specified  in  subpara- 
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1  graphs  (A)  and  (B)  as  it  determines  are  necessary 

2  or  appropriate  in  the  public  interest  and  for  the  pro- 

3  tection  of  investors.". 

4  SEC.  5.  DEFINITION  OF  INVESTMENT  SECURITIES. 

5  Section  3(a)  of  the  Investment  Company  Act  of  1940 

6  (15  U.S.C.  80a-3(a))  is  amended  in  the  last  sentence  by 

7  striking  subparagraph   (C)   and  inserting  the  following: 

8  "(C)  securities  issued  by  any  majority-owned  subsidiary 

9  of  the  o\vner,  unless  such  subsidiary  is  an  investment  com- 

10  pany  or  is  excluded  from  the  definition  of  an  investment 

11  company  solely  by  virtue  of  paragraph  (1)  or  (7)  of  sub- 

12  section  (c).". 

13  SEC.  6.  EXEMPTION  FOR  ECONOMIC,  BUSINESS,  AND  IN- 

14  DUSTRIAL  DEVELOPMENT  COMPANIES. 

15  Section  6(a)  of  the  Investment  Company  Act  of  1940 

16  (15  U.S.C.  80a-6(a))  is  amended  by  adding  at  the  end 

17  the  following  new  paragraph: 

18  "(5) (A)  Any  company  that  is  not  engaged  in 

19  the  business  of  issuing  redeemable  securities,  the  op- 

20  erations  of  which  are  subject  to  regulation  by  the 

21  State  in  which  the  company  is  organized  under  a 

22  statute  governing  entities  that  provide  financial  or 

23  managerial  assistance  to  enterprises  doing  business, 

24  or  proposing  to  do  business,  in  that  State  if — 
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1  "(i)   the  organizational  documents  of  the 

2  company  state  that  the  activities  of  the  com- 

3  pany  are  limited  to  the  promotion  of  economic, 

4  business,  or  industrial  development  in  the  State 

5  through  the  provision  of  financial  or  managerial 

6  assistance  to  enterprises  doing  business,  or  pro- 

7  posing  to  do  business,  in  that  State,  and  such 

8  other  activities  that  are  incidental  or  necessary 

9  to  carry  out  that  purpose; 

10  "(ii)  immediately  following  each  sale  of  the 

1 1  securities  of  the  company  by  the  company  or 

12  any  underwTiter  for  the  company,  not  less  than 

13  80  percent  of  the   securities  of  the  company 

14  being  offered  in  such  sale,  on  a  class-by-class 

15  basis,  are  held  by  persons  who  reside  or  have  a 

16  substantial  business  presence  in  that  State; 

17  "(iii)   the   securities   of  the   company  are 

18  sold,  or  proposed  to  be  sold,  by  the  company  or 

19  any  underwriter  for  the  company,  solely  to  ac- 

20  credited  investors,  as  defined  in  section  2(15)  of 

21  the  Securities  Act  of  1933,  or  to  such  other 

22  persons  that  the  Commission,  as  necessary  or 

23  appropriate  in  the  public  interest  and  consistent 

24  with  the  protection  of  investors,  may  permit  by 

25  rule,  regulation,  or  order;  and 
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1  "(iv)  the  company  does  not  purchase  any 

2  security  issued  by  an  investment  company,  as 

3  defined  in  section  3,  or  by  any  company  that 

4  would  be  an  investment  company  except  for  the 

5  exclusions    from    the    definition    of   investment 

6  company  in  section  3(c),  other  than — 

7  "(I)  any  security  that  is  rated  invest- 

8  ment  gi'ade  by  at  least  1  nationally  recog- 

9  nized  statistical  rating  organization;  or 

10  "(II)   any  security  issued  by  a  reg- 

11  istered  open-end  investment  company  that 

12  is  required  by  its  investment  pohcies  to  in- 

13  vest  not  less  than  65  percent  of  its  total 

14  assets  in  securities  described  in  subclause 

15  (I)   or  securities  that  are  determined  by 

16  such  registered  open-end  investment  com- 

17  pany  to  be  comparable  in  quality  to  securi- 

18  ties  described  in  subclause  (I). 

19  "(B)   Notwithstanding  the  exemption  provided 

20  by  this  paragraph,  the  provisions  of  section  9  (and, 

21  to  the  extent  necessary  to  enforce  such  provisions, 

22  sections  38  through  51)  of  this  title  shall  apply  to 

23  a  company  described  in  this  paragraph  as  if  the 

24  company  were    an    investment   company   registered 

25  under  this  title. 
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1  "(C)  Any  company  proposing  to  rely  on  the  ex- 

2  emption  provided  by  this  paragraph  shall  file  with 

3  the  Commission  a  notification  stating  that  the  com- 

4  pany  intends  to  do  so,  in  such  form  and  manner  as 

5  the  Commission  may  prescribe  by  rule. 

6  "(D)  Any  company  meeting  the  requirements  of 

7  this  paragraph  may  rely  on  the  exemption  provided 

8  by  this  paragraph  upon  filing  with  the  Commission 

9  the  notification  required  by  subpargigraph  (C),  until 

10  such  time  as  the  Commission  determines  by  order 

11  that  such  reliance  is  not  in  the  public  interest  or 

12  consistent  with  the  protection  of  investors. 

13  "(E)  The  exemption  provided  by  this  paragraph 

14  may  be  subject  to  such  additional  terms  and  condi- 

15  tions  as  the  Commission  may  by  rule,  regulation,  or 

16  order  determine  are  necessary  or  appropriate  in  the 

17  public  interest  or  for  the  protection  of  investors.". 

18  SEC.  7.  INTRASTATE  CLOSED-END  INVESTMENT  COMPANY 

19  EXEMPTION. 

20  Section  6(d)(1)  of  the  Investment  Company  Act  of 

21  1940  (15  U.S.C.  80a-6(d)(l))  is  amended  by  striking 

22  "$100,000"  and  inserting  "$10,000,000,  or  such  other 

23  amount  as  the  Commission  may  set  by  rule,  regulation, 

24  or  order". 
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1  SEC.  8.  DEFINrnON  OF  EUGIBLE  PORTFOUO  COMPANY. 

2  Section  2(a)(46)(C)  of  the  Investment  Company  Act 

3  of  1940  (15  U.S.C.  80a-2(a)(46)(C))  is  amended— 

4  (1)  in  clause  (ii),  by  striking  "or"  at  the  end; 

5  (2)  by  redesignating  clause  (iii)  as  clause  (iv); 

6  and 

7  (3)  by  inserting  after  clause  (ii)  the  following: 

8  "(iii)  it  has  total  assets  of  not  more 

9  than  $4,000,000,  and  capital  and  surplus 

10  (shareholders'    equity   less    retained   eam- 

11  ings)  of  not  more  than  $2,000,000,  except 

12  that    the    Commission    may    adjust    such 

13  amounts  by  rule,  regulation,  or  order  to  re- 

14  fleet  changes  in  1  or  more  generally  ac- 

15  cepted  indices  or  other  indicators  for  small 

16  businesses;  or". 

17  SEC.   9.   DEFINITION   OF   BUSINESS   DEVELOPMENT   COM- 

18  PANY. 

19  Section  2(a)(48)(B)  of  the  Investment  Company  Act 

20  of  1940  (15  U.S.C.  80a-2(a)(48)(B))  is  amended  by  in- 

21  serting  before  the  semicolon  at  the  end  the  following:  ", 

22  and  provided  further  that  a  business  development  com- 

23  pany  need  not  make  available  significant  managerial  as- 

24  sistance  with  respect  to  any  company  described  in  section 

25  2(a)(46)(C)(iii),  or  with  respect  to  any  other  company  that 

26  meets  such  criteria  as  the  Commission  may  by  rule,  regu- 
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1  lation,  or  order  permit,  as  consistent  with  the  public  inter- 

2  est,  the  protection  of  investors,  and  the  purposes  fairly  in- 

3  tended  by  the  policy  and  provisions  of  this  title". 

4  SEC.  10.  ACQUISITION  OF  ASSETS  BY  BUSINESS  DEVELOP- 

5  MENT  COMPANIES. 

6  Section  55(a)(1)(A)  of  the  Investment  Company  Act 

7  of  1940  (15  U.S.C.  80a-54(a)(l)(A))  is  amended— 

8  (1)  by  striking  "or  from  any  person"  and  in- 

9  serting  "from  any  person";  and 

10  (2)  by  inserting  before  the  semicolon  ",  or  from 

11  any  other  person,  subject  to  such  rules  and  regula- 

12  tions  as  the  Commission  may  prescribe  as  necessary 

13  or  appropriate  in  the  public  interest  or  for  the  pro- 

14  tection  of  investors". 

15  SEC.  11.  CAPITAL  STRUCTURE  AMENDMENTS. 

16  Section  61(a)  of  the  Investment  Company  Act  of 

17  1940  (15  U.S.C.  80a-60(a))  is  amended— 

18  (1)  by  striking  paragraph  (1)  and  inserting  the 

19  following: 

20  "(1)(A).  The    asset   coverage   requirements   of 

21  subparagraphs  (A)  and  (B)  of  section  18(a)(1)  ap- 

22  plicable  to  business  development  companies  shall  be 

23  200  percent. 

24  "(B)  Notwithstanding  subparagraph  (A)  of  this 

25  section   or  subparagraphs   (A)   and   (B)   of  section 

•8  479  KF^ 


138 

11 

1  18(a)(2),  a  business  development  company  may  have 

2  an  asset  coverage  of  not  less  than  110  percent,  if, 

3  immediately  before  the  issuance  or  sale  of  senior  se- 

4  curities,  the  business  development  company  has — 

5  "(i)  total  interest  and  dividend  income  for 

6  the  12  months  preceding  such  issuance  or  sale 

7  that  exceeds  120  percent  of  the  sum  of  its  total 

8  expenses  (including  taxes  and  interest  expenses 

9  accrued)  and  dividends  declared  on  senior  secu- 

10  rities  for  that  12-month  period;  and 

11  "(ii)  either— 

12  "(I)  an  average  of  not  less  than  50 

13  percent  of  its  assets  invested  in  securities 

14  described  in  paragraphs  (1)  through  (5)  of 

15  section  55(a)  throughout  the  preceding  12- 

16  month  period;  or 

17  "(II)  not  less  than  50  percent  of  its 

18  assets  invested  in  securities  described  in 

19  paragraphs    (1)    through    (5)    of    section 

20  55(a)  throughout  10  months  of  the  preced- 

21  ing  12-month  period. 

22  "(C)  It  shall  be  unlawful  for  any  business  devel- 

23  opment  company  to  issue  any  class  of  senior  security 

24  representing  indebtedness,  or  to  sell  any  such  secu- 

25  rity  pursuant  to  subparagraph  (B),  unless  provision 
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1  is  made  to  prohibit  the  declaration  of  any  dividend 

2  (except  a  dividend  payable  in  stock  of  the  issuer),  or 

3  the  declaration  of  any  other  distribution  upon  any 

4  class  of  the  capital  stock  of  such  business  develop- 

5  ment  company,  or  the  purchase  of  any  such  capital 

6  stock,  unless,  in  every  such  case — 

7  "(i)  the  class  of  senior  securities  has,  at 

8  the  time  of  the  declaration  of  any  such  dividend 

9  or  distribution  or  at  the  time  of  any  such  pur- 

10  chase,  an  asset  coverage  of  not  less  than  110 

1 1  percent  after  deducting  the  amount  of  such  div- 

12  idend,   distribution,  or  purchase  price,   as  the 

13  case  may  be;  and 

14  **(ii)    the   business    developm»        company 

15  complies  with  subparagraph  (B)(i),  except  with 

16  respect  to  any  amounts  that  are  required  to  be 

17  distributed  to  maintain  the  status  of  the  com- 

18  pany  as  a  regulated  investment  company  under 

19  the  Internal  Revenue  Code  of  1986. 

20  "(D)  It  shall  be  unlawful  for  any  business  de- 

21  velopment  company  to  issue  any  class  of  senior  secu- 

22  rity  representing  stock,  or  to  sell  any  such  security 

23  pursuant  to  subparagraph  (B),  unless  provision  is 

24  made  to  prohibit  the  declaration  of  any  dividend  (ex- 

25  cept  a  dividend  payable  in  common  stock  of  the  is- 
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1  suer),  or  the  declaration  of  any  other  distribution, 

2  upon  the  common  stock  of  such  business  develop- 

3  ment  company,  or  the  purchase  of  any  such  common 

4  stock,  unless,  in  every  such  case — 

5  "(i)  the  class  of  senior  securities  has,  at 

6  the  time  of  the  declaration  of  any  such  dividend 

7  or  distribution  or  at  the  time  of  any  such  pur- 

8  chase  an  asset  coverage  of  not  less  than  110 

9  percent  after  deducting  the  amount  of  such  div- 

10  idend,   distribution,  or  purchase  price,   as  the 

1 1  case  may  be;  and 

12  *'(ii)    the    business    development    company 

13  complies  wth  subparagraph  (B)(i),  except  \\ith 

14  respect  to  any  amounts  that  are  required  to  be 

15  distributed  to  maintain  the  status  of  the  com- 

16  pany  as  a  regulated  investment  company  under 

17  the  Internal  Revenue  Code  of  1986."; 

18  (2)  in  paragraph  (2),  by  striking  '"if  such  busi- 

19  ness   development   company"    and   all   that   follows 

20  through  the  end  of  paragraph  (2)  and  inserting  a 

21  period; 

22  (3)  in  paragraph  (3)(A)— 

23  (A)    by    striking    "senior    securities    rep- 

24  resenting  indebtedness  accompanied  by"; 
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1  (B)  inserting  "accompanied  by  securities," 

2  after  "of  such  company,";  and 

3  .  (C)  in  clause  (ii),  by  striking  "senior";  and 

4  (4)  in  paragraph  (3) — 

5  (A)    in    subparagraph    (A),    by    striking 

6  "and"  at  the  end; 

7  (B)  in  subparagraph  (B),  by  striking  the 

8  period  at  the  end  of  clause  (iv)  and  inserting  "; 

9  and";  and 

10  (C)   by  inserting  after  subparagraph   (B) 

1 1  the  following  new  subparagraph: 

12  "(C)  a  business  development  company  may 

13  issue  warrants,  options,  or  rights  to  subscribe 

14  to,  convert  to,  or  purchase  voting  securities  not 

15  accompanied  by  securities,  if — 

16  "(i)  such  warrants,  options,  or  rights 

17  satisfy  the  conditions  in  clauses   (i)   and 

18  (iii)  of  subparagraph  (A);  and 

19  "(ii)  the  proposal  to  issue  such  war- 

20  rants,  options,  or  rights  is  authorized  by 

21  the  shareholders  or  partners  of  such  busi- 

22  ness  development  company,  and  such  issu- 

23  ance  is  approved  by  the  required  majority 

24  (as  defined  in  section  57(o))  of  the  direc- 

25  tors  of  or  general  partners  in  such  com- 
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1  pany  on  the  basis  that  such  issuance  is  in 

2  the  best  interests  of  the  company  and  its 

3  shareholders  or  partners.". 

4  SEC.  12.  FILING  OF  WRITTEN  STATEMENTS. 

5  Section  64(b)(1)  of  the  Investment  Company  Act  of 

6  1940  (15  U.S.C.  80a-63(b)(l))  is  amended  by  inserting 

7  "and  capital  structure"  after  "portfolio". 

Passed  the  Senate  November  2,  1993. 

Attest:  WALTER  J.  STEWART, 

Secretary. 
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Mr.  Markey.  The  Chair  recognizes  the  Ranking  Minority  Mem- 
ber, the  gentleman  from  Texas,  Mr.  Fields. 

Mr.  Fields.  Thank  you  very  much. 

I  realize  that  we  are  under  a  severe  time  restraint  today  with  the 
Joint  Session.  I  look  forward  to  the  testimony  of  our  witnesses.  I 
think  this  will  be  a  very  interesting  hearing. 

I  ask  that  my  statement  be  placed  in  the  record  and  yield  back. 

Mr.  Markey.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Mr.  Fields  follows:] 

Statement  of  Kon.  Jack.  Fields 

Thank  you  Mr.  Chairman.  It  is  impossible  to  overstate  the  importance  of  small 
businesses  to  the  health  of  our  economy  and  the  welfare  of  ovir  Nation.  Twenty  mil- 
lion small  businesses  in  this  country  employ  over  57  million  people,  more  than  half 
of  the  civilian,  non-agricultural  work  force.  Studies  done  by  the  Small  Business  Ad- 
ministration convincingly  conclude  that  the  great  majority  of  new  jobs  are  created 
by  small  businesses.  It  is  in  America's  small  businesses  that  new  ideas  are  bom, 
new  technologies  discovered  and  applied,  and  the  American  dream  is  turned  into  the 
American  reality. 

Capital  is  the  life  blood  of  any  business,  and  that  is  particularly  true  of  small, 
ones.  The  process  of  raising  capital  is  an  expensive  one,  and  that  expense  is  made 
worse  by  the  costs  of  complying  with  regulation.  When  State  and  Federal  regulatory 
agencies,  and  indeed  State  and  Federal  legislators,  impose  regulations  on  the  capital 
markets  in  the  name  of  investor  protection,  they  are  choosing  to  protect  one  group 
in  our  society,  investors,  at  the  expense  of  businesses  and  workers. 

Of  course  investors  need  protection.  But  without  business  there  is  nothing  for  peo- 
ple to  invest  in,  and  no  companies  to  employ  people.  Without  salaries  there  are  no 
funds  that  become  savings  and  that  in  turn  become  investments.  Investors  are  enti- 
tled to  be  protected  against  fraud  but  unfortunately  too  much  of  the  regulation  im- 
posed upon  business  seems  to  hope  it  can  protect  investors  from  losses. 

Today  we  will  hear  two  proposals  to  deregulate  a  portion  of  the  capital  raising 
process  by  providing  regulatory  exemptions  for  entities  created  to  invest  in  small 
and  growing  companies.  S.  479  would  exempt  certain  pools  of  securities  that  are 
sold  to  sophisticated  investors  from  the  regulatory  provisions  of  the  Investment 
Company  Act.  It  would  also  provide  for  simplified  disclosure  for  public  offerings  of 
up  to  $10  million  of  securities,  double  the  current  amount.  Finally,  it  would  change 
the  laws  that  govern  the  operation  of  Business  Development  Companies  by  allowing 
them  to  be  more  highly  leveraged,  and  to  issue  multiple  classes  of  debt  and  war- 
rants and  options. 

We  will  also  hear  testimony  concerning  a  proposal  for  Managerial  Strategic  In- 
vestment Companies.  These  closed  end  funds  woiild  be  used  to  obtain  less  than  con- 
trolling interests  in  companies  that  they  believe  could  benefit  from  an  infusion  of 
management  expertise.  Employees  of  the  MSIC  would  then  serve  as  directors  of  the 
target  company  and  provide  that  expertise.  Their  compensation  would  come  from 
the  MSIC  and  could  be  performance  based.  Such  a  proposal  would  require  major 
modification  of  the  Investment  Company  Act. 

Both  of  these  proposals  warrant  serious  attention.  I  welcome  our  witnesses  today 
and  yield  back  the  bfdance  of  my  time. 

Mr.  Markey.  The  gentleman  from  North  Carolina,  Mr.  McMillan. 

Mr.  McMillan.  I  thank  the  Chair,  and  I,  too,  will  be  brief. 

I  started  out  in  the  investment  banking  business  and  was  in- 
volved in  capital  formation  for  small  business.  I  served  as  a  direc- 
tor of  a  SBIC  and  the  evolution  of  our  business  moved  from  capital 
formation  into  actual  company  management,  although  retaining 
southern  venture  capital  operations.  It  is  a  natural  combination. 

We  clearly  have  concerns  here  from  a  governmental  standpoint 
of  the  protection  of  the  unsophisticated  through  adequate  disclo- 
sure. We  have  to  have  due  concern  for  the  government's  financial 
exposure,  and  maybe  even  getting  return  on  its  investment  which 
I  tend  to  favor. 
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We  know  why  we  are  here  and  I  hope  that  we  can,  Mr.  Chair- 
man, do  some  constructive  work  on  this  because  I  think  capital  for- 
mation is  one  of  the  remaining  obstacles  to  good,  solid  economic 
growth  in  this  country. 

So  I  thank  you  for  holding  the  hearing  and  yield  back  the  bal- 
ance of  my  time. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

Mr.  Markey.  Let  us  begin  with  our  first  witness,  Hon.  J.  Carter 
Beese,  Jr.  He  has  served  as  a  Commissioner  of  the  Securities  and 
Exchange  Commission  since  March  of  1992. 

During  his  tenure  at  the  Commission,  he  has  been  particularly 
active  in  the  area  of  investment  management  and  derivatives.  It  is 
always  a  pleasure  to  have  you  back  before  the  subcommittee, 
Carter. 

Whenever  you  are  ready,  please  begin. 

STATEMENTS  OF  J.  CARTER  BEESE,  JR.,  COMMISSIONER,  SE- 
CURITIES AND  EXCHANGE  COMMISSION;  BARRY  C. 
GUTHARY,  DIRECTOR,  NORTH  AMERICAN  SECURITIES  AD- 
MINISTRATORS ASSOCIATION;  DAVID  GLADSTONE,  ON  BE- 
HALF OF  THE  NATIONAL  ASSOCIATION  OF  SMALL  BUSINESS 
INVESTMENT  COMPANIES;  ROBERT  G.  EASTON,  CHAIRMAN, 
MANAGED  FUTURES  ASSOCIATION;  MATTHEW  P.  FINK, 
PRESIDENT,  INVESTMENT  COMPANY  INSTITUTE;  REINIER 
KRAAKMAN,  PROFESSOR  OF  LAW,  HARVARD  UNIVERSITY; 
JAN  HUGO  STENBECK,  CHAIRMAN,  KINNEVIK  AB,  STOCK- 
HOLM, SWEDEN;  AND  HON.  PAUL  E.  TSONGAS,  FORMER  U.S. 
SENATOR  FROM  THE  STATE  OF  MASSACHUSETTS 

Mr.  Beese.  Thank  you,  Mr.  Chairman. 

Chairman  Markey,  Representative  Fields,  Representative  McMil- 
lan, I  appreciate  the  opportunity  to  testify  today  on  two  initiatives 
designed  to  assist  American  business.  The  first  initiative  is  the 
Small  Business  Incentive  Act. 

This  legislation  was  passed  by  the  Senate  last  November  and 
would  amend  the  Investment  Company  Act  of  1940  to  facilitate 
capital  participation  in  venture  capital  pools  and  other  issuers  that 
invest  in  small  businesses.  The  legislation  would  also  amend  the 
Securities  Act  of  1933  to  update  the  Commission's  authority  to  ex- 
empt small  offerings  from  that  Act's  registration  requirements. 

The  second  initiative  concerns  a  draft  legislative  proposal  that 
would  create  a  new  type  of  closed-end  investment  company,  the 
Managerial  Strategic  Investment  Company.  This  type  of  company 
would  act  as  a  "guardian  shareholder"  by  participating  in  the  cor- 
porate governance  of  domestic,  publicly  held  companies. 

I  will  first  address  the  Small  Business  Incentive  Act. 

This  Act  attempts  to  remove  some  of  the  constraints  to  capital 
participation  in  venture  capital  funds  and  the  fund's  investment 
flexibility  that  are  contained  in  the  Investment  Company  Act,  while 
at  the  same  time  maintaining  important  investor  protections.  The 
legislation  recognizes  the  major  role  that  small  businesses,  such  as 
venture  capital  pools,  play  not  only  in  the  Massachusetts  economy, 
but  in  this  country's  economic  growth,  job  creation  and  develop- 
ment of  new  technology. 
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The  Act  would  assist  venture  capital  formation  and  funding  by 
creating  a  new  financing  vehicle  called  a  "qusdified  purchaser  pool" 
for  highly  sophisticated  investors.  It  would  also  expand  the  exemp- 
tion from  the  Investment  Company  Act  that  is  available  for  these 
private  investment  companies,  for  certain  single-State  funds  and 
for  business  development  companies.  In  addition,  the  proposed  leg- 
islation would  increase  the  scope  of  the  SEC's  authority  to  exempt 
small  offerings  from  registration  under  the  Securities  Act. 

The  second  initiative  before  you  today  is  a  draft  legislative  pro- 
posal regarding  MSIC's.  This  new  type  of  closed-end  fund  would 
seek  out  underperforming  companies  and  provide  expert  manage- 
ment through  board  representation  or  in  the  form  of  general  ad- 
vice. 

The  draft  legislation  would  exempt  MSIC's  from  many  of  the  In- 
vestment Company  Act's  core  investor  protection  provisions.  Be- 
cause MSIC's  would  take  large  ownersnip  positions  in  portfolio 
companies  to  accommodate  their  stated  mission  of  acting  as  "guard- 
ian shareholders",  some  relief  from  the  Investment  Company  Act 
may  be  appropriate. 

The  draft  legislation's  exemptions,  however,  are  quite  broad  in 
scope  and  it  is  not  clear  at  this  point  why  such  broad  relief  is  nec- 
essary. 

Congress  enacted  the  Investment  Company  Act  to  protect  fund 
investors  from  certain  widespread  abuses  that  existed  in  this  in- 
dustry. These  abuses  included  excessive  leveraging,  disparate  vot- 
ing rights,  dilution  of  shareholder's  interests,  and  insider  self-deal- 
ing. In  most  respects,  MSIC's  would  closely  resemble  other  closed- 
end  investment  companies  and  would  also  seem  susceptible  to 
these  same  types  of  abuses. 

Any  exemptions  contained  in  legislation  designed  to  accommo- 
date specific  aspects  of  a  MSIC's  operation  should  be  narrowly 
drawn  to  ensure  that  investor  protection  is  not  compromised.  If 
Congress  believes  that  MSIC's  would  serve  a  valuable  public  pur- 
pose, and  that  to  operate  effectively  they  need  relief  from  the  In- 
vestment Company  Act.  Congress  may  wish  to  amend  the  Act  to 
provide  the  SEC  with  specific  exemptive  authority  for  MSIC's.  On 
the  record  to  this  date,  however,  the  Commission  is  not  yet  con- 
vinced that  this  is  necessary. 

It  has  been  a  pleasure  to  give  this  opening  statement  today  and 
I  will  be  glad  to  answer  any  questions. 

Mr.  Markey.  Thank  you  very  much,  Commissioner  Beese. 

[Testimony  resumes  on  p.  162.] 

[The  prepared  statement  of  Mr.  Beese  follows:] 
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Chairman  Markey,  Representative  Fields.  Members  of  the  Subcommittee; 
I  appreciate  the  opportunity  to  testify  today  on  two  initiatives  designed  to  assist  American 
businesses. 

The  first  initiative  is  the  Small  Business  Incentive  Act.   This  legislation,  vi'hich  was 
passed  by  the  Senate  last  November,'  would  amend  the  Investment  Company  Act  of  1940 
(the  "Investment  Company  Act")  to  facilitate  capital  participation  in  venture  capital  pools 
and  other  issuers  that  invest  in  small  businesses.    The  legislation  also  would  amend  the 
Securities  Act  of  1933  (the  "Securities  Act")  to  increase  the  Commission's  authority  to 
exempt  small  offerings  from  that  Act's  registration  requirements. 

The  second  initiative  concerns  a  draft  legislative  proposal  that  would  create  a  novel 
type  of  closed-end  investment  company,  the  Managerial  Strategic  Investment  Company, 
whose  stated  purpose  would  be  to  act  as  a  "guardian  shareholder"  by  participating  in  the 
corporate  governance  of  domestic  publicly  held  companies. 


The  Small  Business  Incentive  Act  of  1993,  S.  479.  103d  Cong..  1st  Sess.  (Nov.  3, 
1993).     Sec  also  Hcorinys  on  S.  479  Before  the  Suhcnmm.  on  Secunnes  of  rhc  Senate 
Comni.  on  Banking.  Housing,  and  Urban  Affairs,  103d  Cong..  1st  Sess.  (Mar.  4,  1993). 
Similar  legislation  was  approved  by  the  Commission  and  forwarded  lo  both  Houses  of 
Congress  in  1992.    The  Small  Business  Incentive  Aci  of  1992.  S.  2.'>I8.  I02d  Cong.,  2d 
Sess.  (Apr    2.  1992);  H.R.  4938.  I02d  Cong.,  2d  Sess.  (Apr   9.  1992).    See  also  Heannfis 
Before  the  Siilxdiiini    nn  Secioiiir\  of  ihe  Senate  Conini.  on  Biinkui\:.  Hmisiny,.  and  Urhun 
Atfairs.   I()2d  Coiii:     2(1  .Sess    (M.u    26.  1992). 
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The  Small  Business  Incentive  Act 

Small  businesses  play  a  major  role  in  this  country's  economic  growth,  job  creation, 
and  development  of  new  technologies.    One  important  source  of  funding  for  the  operations 
and  growth  of  small  businesses  traditionally  has  been  venture  capital  pools.    From  1982  to 
1991,  these  funds  invested  over  $27  billion  in  small  businesses."   New  investments  by 
venture  capital  pools  reached  a  peak  of  $4  billion  in  1987,  before  declining  to  $1.4  billion 
--  a  ten  year  low  --  m  1991.    Preliminary  data  suggest  that  new  investments  increased  to  $3 
billion  in  1993.'    While  this  increase  represents  a  welcome  improvement,  past  experience 
underscores  the  continuing  need  to  refine  the  regulatory  environment  for  small  business 
financing. 

Venture  capital  funds  and  other  pooled  investment  vehicles  are  subject  to  regulation 
under  the  Investment  Company  Act,  unless  they  qualify  for  exceptions  or  exemptions  from 
that  Act.    Certain  provisions  of  the  Investment  Company  Act.  in  particular  the  Act's 
restrictions  on  capital  structure,  leverage,  and  transactions  with  affiliates,  often  are 
incompatible  with  investment  strategies  and  operations  typical  of  venture  capital  funds.    For 
example,  these  funds  regulariy  use  debt  and  other  leveraged  financing  techniques  in  making 
investments  and  often  engage  in  transactions  with  companies  they  control  and  other 
affiliates.    These  activities  are  limited  or  prohibited  completely  under  the  investment 
Company  Act. 

Venture  capital  funds  are  currently  able  to  rely  on  existing  exceptions  and  exemptions 
from  Investment  Company  Act  regulation.    These  provisions,  however,  may  unnecessarily 
constrain  capital  participation  in  venture  capital  funds  and  the  funds"  investment  flexibility. 
The  Small  Business  Incentive  Act  seeks  to  remove  existing  constraints,  while  maintaining 


The  data  in  this  and  the  following  two  sentences  is  derived  from  figures  in 
Dishurscnicnis  Hif  lO-Yccii  Low.  VENTURI;  Capital  J.,  June  1992.  al  27. 

Dishii/wcmcrifs   loj)  $}  BiIIkih  Ai^ain,  Vt^NTURC  Capital  J..  June  1994.  ai  31 

-> 
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importanl  investor  protections.    In  particular,  the  legislation  would  assisi  venture  capital 
formation  and  funding  by  creating  a  new  financing  vehicle  called  the  "qualified  purchaser 
pool"  for  highly  sophisticated  investors  and  by  streamlining  the  regulation  of  "private" 
investment  companies,  certain  single-state  funds,  and  business  development  companies.    The 
proposed  legislation  also  would  update  the  Commission's  authority  to  exempt  small  offerings 
from  registration  under  the  Securities  Act. 

New  Qualified  Purchaser  Pool  Exception.    Venture  capital  funds  often  rely  on  the 
"private"  investment  company  exception  under  the  Investment  Company  Act.'   This 
exception  is  available  to  an  investment  pool  that  has  no  more  than  100  investors  and  does 
not  publicly  offer  its  securities.    The  100  investor  limit  and  the  public  offering  prohibition 
both  are  designed  to  ensure  the  private  nature  of  the  pool  so  that  federal  regulation  is  not 
warranted.    At  the  same  time,  capital  participation  in  these  pools  by  institutional  investors 
and  other  highly  sophisticated  purchasers  may  be  restricted  unnecessarily.    The  proposed 
legislation  would  make  it  easier  for  these  investors  to  participate  in  private  pools,  without 
raising  investor  protection  concerns. 

The  legislation  would  amend  the  Investment  Company  Act  to  create  an  alternative  to 
the  private  fund  exception.*   The  new  exception  would  be  available  only  to  investment  pools 
consisting  solely  of  highly  sophisticated  investors,  or  so-called  "qualified  purchasers." 
These  new  pools  would  not  be  prohibited  from  publicly  offering  their  securities  or  required 
to  limit  the  number  of  their  investors. 

The  rationale  behind  the  qualified  purchaser  alternative  is  that  financially 
sophisticated  investors  are  in  a  position  to  appreciate  the  risks  associated  with  investment 


■"Investment  Company  Act  §  3(c)(1),  15  U.S.C.  S  80a-3(c)(l). 

^he  new  exception  would  become  section  3(c)(7)  of  the  Investmeni  Company  Act. 
New  section  2(a)(51)  under  the  Investment  Company  Act  would  define  the  term  "qualified 
purchaser"  tor  purjwses  of  the  new  exception. 
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pools  that  do  not  have  the  Investment  Company  Act's  protections."   These  investors 
generally  can  evaluate  on  their  own  behalf  matters  such  as  the  level  ot  a  fund's  management 
fees,  governance  provisions,  and  redemption  rights.    To  preserve  the  mteni  of  the  proposed 
exception,  the  Commission  has  indicated  that  only  highly  sophisticated  persons  should  be 
able  to  invest  in  the  new  pools.'   Under  the  proposal,  a  natural  person  would  have  to  own  at 
least  $10  million  in  securities  or  own  and  manage  on  a  discretionary  basis  at  least  $100 
million  in  securities.    An  institutional  investor  would  have  to  own  and  manage  on  a 
discretionary  basis  at  least  $100  million  in  securities.'    Since  all  pool  participants  must  be 
highly  sophisticated,  any  time  an  institutional  purchaser  invests  on  behalf  of  another  person, 
that  person  must  itself  meet  the  qualified  purchaser  standard. 

The  Commission  also  would  be  able  to  define  by  rule  additional  persons  that  would 
be  eligible  to  invest  in  the  new  pools.    The  proposed  rulemaking  authority  would  provide  the 
Commission  .with  flexibility  to  respond  to  changing  financial  conditions  and  its 
administrative  experience  with  the  new  exception."  Any  new  class  of  qualified  purchasers 


*This  approach  is  consistent  with  other  federal  securities  law  provisions  that  are  based, 
in  part,  on  the  financial  sophistication  of  investors.    See  section  4(6)  of  the  Securities  Act 
[15  U.S.C.  §  77d]  (accredited  investors),  rule  144A  under  that  Act  [17  CFR  §  230.144A] 
(qualified  institutional  buyers),  and  rule  205-3  under  the  Investment  Advisers  Act  of  1940 
[17  CFR  §  275.205-3]  (sophisticated  clients). 

'Memorandum  of  the  Securities  and  Exchange  Commission  in  Support  of  the  Small 
Business  Incentive  Act  of  1992.  138  Cong.  Rec.  S4822  (Apr.  2,  1992)  (hereinafter 
Commission  Memorandum  in  Support). 

'As  initially  submitted  to  Congress,  the  qualified  purchaser  alternative  provided  that  the 
class  of  persons  eligible  to  participate  in  the  new  pools  would  be  determined  by  Commission 
rule.    See  id.    The  Senate  adopted  the  $10  million  and  $100  million  standards  as  statutory 
safeguards  against  involvement  by  unsophisticated  investors.    See  Senate  Comm.  on 
Banking,  Housing,  and  Urban  affairs,  Small  Business  Incentive  act  of  1993,  S. 
Rep.  No.  166,  103d  Cong.,  1st  Sess.  8-9  (1993). 

'Under  the  proposed  legislation,  the  Commission  also  would  be  able  to  adopt  rules 
governing  the  proposed  $10  million  and  $100  million  statutory  standards  as  necessary  or 
appropriate.    The  Commission  could  use  this  authority,  for  example,  lo  develop  reasonable 
care  defenses  where  an  issuer  relying  on  the  new  qualified  purchaser  exception  in  good  faith 
sells  securities  lo  a  purchaser  ihai  does  not  meet  the  prescribed  eligibility  requirements.   ' 
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would  have  to  be  consistent  with  the  requirement  that  only  highly  sophisticated  investors 
participate  in  the  new  pools.    The  Commission  would  have  to  consider,  for  example,  factors 
such  as  the  participants'  sizeable  net  worth,  extensive  knowledge  and  experience  in  fmancial 
matters,  substantial  amount  of  assets  owned  or  under  management,  and  relationship  with  the 
issuer. 

Amendments  to  the  Private  Investment  Company  Exception.    The  Small  Business 
Incentive  Act  also  would  amend  the  private  investment  company  exception.'"  which  would 
remain  important  for  private  pools  whose  security  holders  are  not  all  highly  sophisticated. 
These  pools  would  continue  to  be  limited  to  100  investors  and  prohibited  from  publicly 
offering  their  securities. 

The  proposed  legislation  would  simplify  the  complex  test  now  used  to  calculate  the 
100  investor  threshold.    Under  the  current  test,  private  funds  may  have  to  include  within  the 
100  investor  limit  the  underiying  shareholders  of  certain  corporate  investors."    In  practice, 
private  issuers,  including  venture  capital  pools  that  invest  in  small  businesses,  avoid  this 
result  by  restricting  corporate  investments  to  less  than  ten  percent  of  their  securities. 

The  legislation  would  facilitate  corporate  participation  by  no  longer  requiring  private 
funds  to  count  the  underlying  shareholders  of  their  corporate,  non-investment  company 
investors  under  any  circumstances.'"    Because  the  shareholders  of  these  investors  generally 


'"Investment  Company  Act  §  3(c)(1),  15  U.S.C.  §  80a-3(c)(l). 

"The  requirement  to  "look  through"  certain  corporate  shareholders  to  their  underlying 
investors  applies  when  a  corporate  shareholder  acquires  10%  of  a  private  fund's  securities 
and  also  has  invested  10%  of  its  assets  in  one  or  more  private  funds. 

'"In  addition  to  venture  capital  funds,  a  variety  of  other  issuers,  including  structured 
financings,  acquisition  vehicles,  and  hedge  funds,  rely  on  the  private  investment  company 
exception.    These  issuers  would  be  able  to  rely  on  the  amended  private  fund  exception;  they 
also  would  be  able  to  use  the  proposed  qualified  purchaser  exception,  provided  their 
investors  are  all  highly  sophisticated.    Hedge  funds  should  not  realize  any  disproportionate 
benefits  under  the  legislation  as  compared  with  other  types  of  issuers.    Sec  Letter  from 

(continued...) 
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do  not  have  a  significant  economic  interest  in  the  performance  of  the  fund,  their  indirect 
participation  should  not  disturb  the  fund's  private  nature  or  of  itself  create  a  federal  interest. 
The  legislation  would  limit  investments  by  registered  investment  companies  and  qualified 
purchaser  and  private  pools  to  less  than  ten  percent  of  any  one  private  fund's  assets. 
The  legislation  also  would  make  certain  technical  amendments.    These  include 
restrictions  on  the  acquisition  of  a  registered  fund's  securities  by  private  and  qualified 
purchaser  pools  and  amendments  to  ensure  that  investment  companies  cannot  avoid 
regulation  under  the  Investment  Company  Act  by  establishing  private  funds  or  qualified 
purchaser  pools. '" 

Exemption  for  Economic,  Business,  and  Industrial  Development  Companies  and 
Intrastate  Closed-End  Funds.    The  proposed  legislation  includes  two  measures  that  are 
intended  to  benefit  single-slate  investment  companies.    The  first  initiative  would  address 
economic,  business,  and  industrial  development  companies  that  operate  under  state  statutes 
specifically  intended  to  stimulate  local  economies.    These  companies  are  designed  to  provide 
direct  investment  and  loan  financing,  as  well  as  managerial  assistance,  to  different  types  of 
state  and  local  enterprises.    Presently  at  least  44  states  have  statutes  specifically  authorizing 
these  companies.    Because  of  their  extensive  investments  in  securities,  the  companies  also 
may  be  subject  to  regulation  at  the  federal  level  under  the  Investment  Company  Act. 

The  Commission  has  used  its  exemptive  authority  to  exempt  fourteen  companies  from 
some  or  all  of  the  Investment  Company  Act's  provisions.    The  proposed  legislation  would 


'"(...continued) 
Arthur  Levitt,  Chairman,  SEC,  to  Edward  J.  Markey,  Chairman,  Subcommittee  on 
Telecommunications  and  Finance.  U.S.  House  of  Representatives  (May  4,  1994)  (enclosing 
memorandum  from  the  Division  of  Investment  Management  regarding  the  Small  Business 
Incentive  Act). 

'  The  amendments  would  be  to  sections  3(c)(1)  and  3(a)(3)  of  the  Investment  Company 
Act,  l.-^  U.S  C    !?;;  80a-3(c)(l),  •(3)(a)(3). 
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eliminate  the  need  for  individual  federal  exemptions  by  creating  a  statutory  exemption  under 
the  Investment  Company  Act  for  economic,  business,  and  industrial  development  companies 
that  are  regulated  on  the  state  level."   This  proposal  is  premised  on  states  having  a  strong 
interest  in  these  companies'  operations.    Because  some  state  statutes  provide  comprehensive 
regulation,  while  others  are  less  substantive,  the  proposed  legislation  provides  that  the 
Commission  could  supplement  state  provisions  and  respond  to  investor  protection  concerns 
when  necessary. 

To  qualify  for  the  proposed  exemption,  a  company  would  have  to  be  regulated  under 
a  specific  state  statute  and  organized  under  the  laws  of  that  state.    In  addition,  at  least  eighty 
percent  of  the  company's  securities  would  have  to  be  sold  to  state  residents.''   These 
requirements  should  help  assure  a  state's  regulatory  interest  in  the  companies  located  within 
its  borders.    The  legislation  also  contains  a  number  of  other  investor  protection 
requirements.  •  In  particular,  to  avoid  any  confusion  with  mutual  funds  thai  also  invest  in  the 
state,  an  exempt  company  could  not  issue  redeemable  securities.    In  addition,  while  a 
company  would  be  free  to  publicly  offer  its  securities,  it  could  sell  its  securities  only  to 
"accredited  investors"  as  defined  in  the  Securities  Act"'  and  to  persons  authorized  by  the 
Commission. 


'■^he  new  exemption  would  become  section  6(a)(5)  of  the  Investment  Company  Act. 

'^o  provide  flexibility  for  "spill-over"  sales  when,  for  example,  an  offering  takes  place 
in  a  metropolitan  area  that  overlaps  several  states,  up  to  20%  of  the  company's  securities 
could  be  sold  to  non-residents. 

"15  U.S.C.  §  77b(15).    The  proposed  eligibility  standard  for  investors  in  these 
companies  is  lower  than  that  proposed  for  qualified  purchaser  pools.    Unlike  the  qualified 
purchaser  exception,  the  proposed  economic,  business  and  industrial  developnieni  company 
exemption  would  be  limited  to  a  specific  type  of  issuer  and  would  rely  on  state  law  to 
provide  regulatory  proieciions. 


153 


The  other  single-state  initiative  involves  closed-end  funds  that  publicly  offer  their 
securities  solely  within  a  panicular  state."   The  Commission  currently  is  authorized  to 
exempt  an  mtrastate  closed-end  fund  from  some  or  all  of  the  Investment  Company  Act's 
provisions  so  long  as  the  fund's  aggregate  offering  proceeds  do  not  exceed  $100,000.    This 
limit  was  set  in  1940  and  never  has  been  changed.    To  reflect  the  capital  needs  of  intrastate 
funds  in  today's  financial  markets,  the  legislation  would  increase  the  aggregate  offering 
amount  to  $10  million  or  such  other  amount  as  the  Commission  may  set  by  rule  or  order." 

Business  Development  Companies.    Business  development  companies,  or  "BDCs," 
are  domestic  closed-end  funds  that  invest  in  small  and  developing  businesses."    Unlike 
traditional  investment  companies  that  invest  passively,  BDCs  are  required  by  the  Investment 
Company  Act  to  offer  significant  managerial  assistance  to  their  portfolio  compzmies.* 

The  Commission  regulates  BDCs  in  a  manner  similar  to  registered  investment 
companies.    BDCs,  however,  are  not  required  to  register  with  the  Commission  as  investment 
companies,  and  generally  are  permitted  greater  flexibility  in  dealing  with  their  portfolio 
companies,  issuing  and  pricing  securities,  and  compensating  management. 


"Unlike  economic,  business  and  industrial  development  companies  whose  activities 
relate  to  a  particular  state,  these  funds  may  invest  in  busmesses  throughout  the  United 
States. 

"This  proposal  would  amend  current  section  6(d)(1)  of  the  Investment  Company  Act,  15 
U.S.C.  §  80a-6(d)(i). 

"BDCs  were  made  possible  by  amendments  to  the  Investment  Company  Act  in  1980. 
Small  Business  Investment  Incentive  Act  of  1980,  Pub.  L.  No.  96-477.  94  Stat.  2275 
(codified  in  various  sections  of  l.S  U.S.C). 

^'Investment  Company  Act  (>  2(a)(48).  15  U.S.C.  §  80a-2(a)(48). 

-'Sec,  e.g..  Investment  Company  Act  rule  57b-l,  17  C.F.R.  §  270.56b-l  (permitting 
BDCs  to  engage  in  principal  transactions  with  controlled  portfolio  companies);  Investment 
Company  Act  §  63(2),  15  U.S.C.  §  80a-62(2)  (permitting  BDCs  to  issue  their  securities  at  a 
price  below  net  asset  value  under  certain  conditions);  Investment  Company  Act  §§  57(n), 
61(a)(3)(B),  15  use.  §§  80a-56(n).  -60(a)(3)(B)  (permitting  BDCs  to  establish  profit- 
sharing  plans  for  their  directors,  officers,  and  employees). 
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Although  they  were  envisioned  as  a  public  alternative  to  private  venture  capital  firms, 
BDCs  have  not  proven  particularly  popular.    In  1993,  there  were  only  about  44  active  BDCs 
with  assets  of  about  $2.5  billion     The  Small  Business  Incentive  Act  would  change  BDC 
regulation  to  make  it  easier  and  less  costly  for  BDCs  to  offer  securities  and  to  invest  in 
small  businesses.    The  legislation  would  create  a  new  class  of  very  small  companies  in 
which  BDCs  could  invest  without  making  available  "significant  managerial  assistance," 
permit  BDCs  to  acquire  more  freely  the  securities  of  portfolio  companies,  and  allow  BDCs 
greater  fiexibility  in  their  capital  structure. 

New  Class  of  Small  Ponfolio  Companies.    Industry  participants  have  told 
Commission  staff  that  the  time  and  expense  involved  in  providing  managerial  assistance  to 
very  small  companies  often  deters  BDCs  from  investing  in  them.    These  companies, 
however,  often  are  most  in  need  of  capital.    To  address  this  problem,  the  legislation  would 
create  a  new  class  of  very  small  companies  in  which  BDCs  could  invest  without  making 
available  significant  managerial  assistance.    This  new  class  would  include  any  company  that 
has  total  assets  of  S4  million  or  less  and  capital  and  surplus  of  S2  million  or  less."  and  any 
other  company  that  meets  criteria  prescribed  by  Commission  rule. 

Acquisitions  of  Securities.    The  Small  Business  Incentive  Act  also  would  permit 
BDCs  to  acquire  more  freely  the  securities  of  portfolio  companies.    Currently,  BDCs  must 
monitor  their  portfolios  to  assure  that  at  least  seventy  percent  of  their  assets  are  invested  in 
cash,  securities  of  financially  troubled  businesses,  and  securities  of  "eligible  portfolio 
companies.""'    Eligible  portfolio  companies,  to  which  BDCs  must  offer  managerial 
assistance,  are  companies  that  do  not  qualify  for  margin  listing  under  Federal  Reserve  Board 


"These  numbers  are  derived  from  two  of  the  minimum  listing  requirements  for  the 
National  Association  of  Securities  Dealers  Automated  Quotations  System.    Sections  1(c)(2) 
and  1(c)(3)  of  Part  11  to  Schedule  D  of  the  National  Association  of  Securities  Dealers  By- 
laws. 

■'Investment  Company  Act  Jj  5.5(a).  15  U.S.C.  §  80a-54(a). 
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regulations  or  companies  that  the  BDC  controls."'    Currently,  the  securities  of  portfolio 
companies  that  do  not  qualify  for  margin  listing  must  be  acquired  directly  from  the 
companies  or  their  affiliated  persons."'    The  proposed  amendment  would  permit  BDCs  to 
acquire  these  securities  from  anyone. 

Expanding  the  channels  through  which  BDCs  may  acquire  small  business  securities 
should  increase  the  liquidity  of  the  securities,  and  may  make  them  more  attractive 
investments.    The  proposed  legislation  also  may  enable  BDCs  to  provide  capital  to  a  greater 
number  of  small  businesses.    BDCs  would  be  permitted,  for  example,  to  acquire  the  notes  of 
small  companies  from  financial  institutions.    BDCs  then  could  sell  the  notes  back  to  the 
companies  in  exchange  for  equity  interests,  thereby  relieving  the  companies  of  debt. 

Capital  Snvaure  Amendments.    Finally,  the  Small  Business  Incentive  Act  would 
amend  the  Investment  Company  Act  to  permit  BDCs  greater  flexibility  in  their  capital 
structure.    The  highly  capitalized  and  simplified  capital  structures  mandated  by  the 
Investment  Company  Act  were  regarded  by  Congress  a  half-century  ago  as  being  of  central 
imjxjrtance  to  the  protection  of  investors.*  The  proposed  legislation  would  ease  current 
BDC  restrictions  on  leverage  limitations  and  multiple  class  structures  under  certain 
conditions.    These  conditions  are  designed  to  protect  investors  in  BDCs. 


•'Investment  Company  Act  §  2(a)(46).  15  U.S.C.  §  80a-2(a)(46). 

"Investment  Company  Act  §  55(a),  15  U.S.C.  §  80a-54(a). 

^Prior  to  the  enactment  of  the  Investment  Company  Act.  excessive  leveraging  and 
complex  capital  structures  were  identified  as  some  of  the  principal  abuses  in  the  investment 
company  industry,  because  these  practices  led  to  personal  gain  for  insiders  at  the  expense  of 
public  shareholders,  unfair  valuation  of  securities,  and  disproportionate  voting  rights.    See 
Invesimeni  Trusts  and  Investment  Companies:  Hearings  on  S.  3580  Be/ore  a  Subcomm.  of 
the  Senate  Comm.  on  Banking  and  Currency,  76th  Cong.,  3d  Sess.  37-38.  44,  46,  270-71, 
280  (1940).    In  enacting  the  Investment  Company  Act,  Congress  also  identified  "excessive 
borrowing  and  the  issuance  of  excessive  amounts  of  senior  securities"  as  one  of  the  principal 
abuses  the  Act  was  designed  to  address.    See  Investment  Company  Act  i;  1(b)(7),  15  U.S.C. 
§  80a- 1(b)(7). 

10 


156 


BDCs  currently  are  subject  to  a  200%  asset  coverage  requirement."     In  other  words, 
they  can  issue  only  SI  of  debt  lor  every  $2  in  assets.    The  proposed  legislation  would 
reduce  this  asset  coverage  requirement  to  110%  ($1  of  debt  for  every  SI.  10  in  assets),  under 
conditions  designed  to  assure  that  servicing  the  debt  is  a  reasonable  prospect  for  the  BDC. 
Specifically,  BDCs  taking  advantage  of  the  reduced  asset  coverage  would  be  required  to 
show  a  total  interest  and  dividend  income  for  the  past  twelve  months  that  exceeds  120%  of 
their  total  expenses  and  dividends  declared  for  that  period. 

The  proposed  legislation  also  would  permit  BDCs  to  issue,  without  restriction, 
multiple  classes  of  debt  securities.    BDCs  currently  may  issue  more  than  one  class  of  debt 
only  if  all  their  debt  securities  are  privately  held  or  guaranteed  by  financial  institutions,  and 
if  there  is  no  intent  to  distribute  publicly  any  class  of  debt  securities.""   The  legislation 
would  permit  public  investors  to  participate  in  offenngs  of  multiple  classes  of  debt. 

The  BDC  capital  structure  amendments  also  include  two  provisions  that  would  ease 
restrictions  on  BDCs'  ability  to  issue  warrants,  options,  or  rights.    Currently.  BDCs  may 
issue  only  (1)  short-term  warrants,  options,  or  rights  to  their  security  holders,  or  (2) 
warrants,  options,  or  rights  that  expire  within  ten  years  and  are  accompanied  by  debt 
securities.^    The  proposed  legislation  would  permit  BDCs  to  issue  warrants,  options,  or 
rights  that  expire  within  ten  years  if  they  are  accompanied  by  any  other  securities  issued  by 
the  BDC.    The  legislation  further  would  allow  BDCs,  for  the  first  time,  to  issue  long-term 
warrants,  options,  or  rights  on  a  stand-alone  basis. 

To  address  the  additional  risks  associated  with  the  proposed  capital  structure 
amendments,  the  Commission  would  have  authority  to  require  BDCs  to  supply  shareholders 


'Investment  Company  Act  SS  I8(a)(:),  61(a)(1),  15  U.S.C.  §i}  80a-18(a)(2),  -60(a)(1). 

"Investmeni  Company  Act  S  61(a)(2).  15  U.S.C.  §  80a-60(a)(2). 

"^Investment  Company  Act  t><;  18(d).  61(a)(3)(A).  15  U.S.C.  §(>  80a-18(d).  -60(a)(3)(A). 
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annually  with  a  written  statement  describing  the  risk  factors  associated  with  their  capital 
structures. 

The  Commission  is  concerned  that  undue  relaxation  of  regulatory  protections 
pertaining  to  BDCs  could  subvert  their  use  as  effective  capital  raising  tools  for  small 
business.    We  understand  that  the  Subcommittee  has  been  considering  the  substitution  for  the 
capital  structure  amendments  of  additional  authority  to  exempt  particular  BDCs  from  the 
capital  structure  requirements  based  on  specified  standards.    The  Commission  believes  that 
this  approach  deserves  consideration. 

Securities  Act  Exemptive  Authority.    The  proposed  legislation  also  would  amend  the 
Securities  Act  to  update  the  Commission's  authority  to  exempt  from  registration  small 
offerings  of  securities."'  The  Commission's  current  exemptive  authonty  covers  offerings  of 
$5  million  or  Jess."    The  proposed  legislation  would  raise  this  limit  to  $10  million.    The 
amendment  would  enable  the  Commission  to  extend  the  benefits  of  its  exemptive  rules  to 
more  small  business  financings. 

Managerial  Strategic  Investment  Company  Proposal.    I  will  now  turn  my  attention  to 
a  novel  type  of  closed-end  investment  company  that  is  the  subject  of  a  draft  legislative 
proposal:    the  Managerial  Strategic  Investment  Company  ("MSIC").    Unlike  a  BDC,  the 
principal  purpose  of  which  is  to  provide  much-needed  capital  to  small  business,  the  MSIC's 
intended  purpose  is  to  act  as  a  "guardian  shareholder"  by  participating  in  the  corporate 
governance  of  domestic  publicly  held  companies.    Advocates  of  the  MSIC  believe  that 
shareholders  of  both  the  MSIC  and  its  portfolio  companies  would  benefit  because  the  MSIC 
could  exert  influence  on  the  portfolio  companies"  management  and  ensure  they  act  to 


"The  amendmeni  would  be  to  section  3(b)  of  the  Securities  Act.  \5  U.S.C.  ij  77c{b). 
■'The  statutory  limit  was  last  amended  in  1980. 
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maximize  shareholder  value.  "    The  MSIC  would  seek  oui  underpert'orming  companies,  and, 
m  an  effort  to  increase  their  competitiveness,  provide  exf>ert  management  through  board 
representation  or  in  the  form  of  general  advice."   The  draft  legislation  would  exempt  MSICs 
from  many  of  the  Investment  Company  Act's  core  investor  protection  provisions."^    While 
some  commentators  believe  that  a  MSIC,  to  accomplish  its  goals,  must  be  exempted  from  a 
number  of  the  Investment  Company  Act's  provisions."  others  believe  that  investment 
companies  need  only  limited  relief  from  the  Act  to  acquire  significant  investment  positions 
and  to  influence  corporate  boards.'' 

The  draft  legislation  requires  a  MSIC  to  devote  at  least  51  %  of  its  assets  to 
substantial  ownership  positions  (between  10%  and  35%)  in  publicly  traded  companies 
("strategic  investments")."'   The  MSIC  must  offer,  through  its  directors,  officers,  or 


'See  Ronald  J.  Giison  and  Reinier  Kraakman.  Invesrmenr  Companiei  us  Guardian 
Shareholders:-  Dw  Place  of  the  MSIC  in  the  Corporate  Governance  Debate .  45  Stan.  L. 
Rev.  985.  991' (1993). 

"Sep  Exhibit  A  (from  materials  submitted  by  Foley,  Hoag  &  Elliot  to  Commission 
staff). 

^he  Investment  Company  Act  reflects  Congress"  desire  to  prevent  investment 
companies  from  controlling  their  portfolio  companies.    See  supra  note  26.  at  37  (R.  Healey 
testifying  that  insiders  of  investment  companies  often  compelled  them  to  finance  other 
businesses  over  which  the  insider  sought  control).    See  also  Mark  J.  Roe.  A  Political  Theory 
of  American  Corporate  Finance,  91  COLUM.  L.  Rev.  10,  19  (1991)  (noting  that  Congress 
was  suspicious  of  investment  companies'  potential  to  control  industrial  companies  and 
directed  the  Commission  to  draft  legislation  only  permitting  investment  companies  to  invest 
passively). 

"^See  Giison  and  Kraakman,  supra  note  32,  at  977-1003  (arguing  that  §§  17,  18,  and  23 
of  the  Investment  Company  Act  effectively  prevent  MSICs  from  operating  as  intended). 

"^See  Mark  J.  Roe,  Mutual  Funds  in  the  Boardroom.  5  J.  OF  APPLIED  Corp.  Fin.  51, 
60  (1993)  (indicating  that  the  recently  adopted  interval  fund  rule,  discussed  infra  at  note  45, 
and  some  modifications  to  several  rules  under  section  17,  discussed  infra  at  note  47,  would 
allow  funds  to  acquire  significant  investment  positions  and  put  agents  on  a  portfolio 
company's  board). 

'fK  MSIC  may  have  trouble  ineeting  the  Internal  Revenue  Code's  diversification 
requirements  because  of  the  MSICs  significant  ownership  positions  in  portfolio  companies. 
Inability  to  meet  these  requirements  would  result  in  taxation  at  both  the  MSIC  and  the 

(continued...) 
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employees,  "significani  guidance  and  counsel"  regarding  the  portfolio  company;, 
management,  operations,  or  business  objectives  and  policies."    To  ensure  that  the  MSIC 
makes  a  long-term  commitment  to  a  strategic  portfolio  company,  a  M.SIC  must  intend  to 
hold  a  strategic  investment  for  at  least  two  years.'' 

Absent  the  proposed  legislation,  MSlCs  would  be  subject  to  registration  and 
regulation  as  closed-end  investment  companies  under  the  Investment  Company  Act.    The 
draft  bill,  however,  exempts  MSICs  from  registration  as  investment  companies  and  from  a 
number  of  the  Investment  Company  Act's  important  investor  protection  provisions.    For 
example,  the  proposal  relieves  MSICs  from  all  of  the  Investment  Company  Act's  capital 
structure  requirements.*  which  protect  investors  by  limiting  the  extent  to  which  funds  may 
leverage  themselves.'"    Nor  would  MSICs  be  subject  to  the  equal  voting  rights  requirement 
of  the  Investment  Company  Act.  which  is  designed  to  prevent  the  disenfranchisement  of 
fund  shareholders.''    Further,  the  draft  bill  would  exempt  MSICs  from  the  Investment 
Company  Act's  share  pricing  restrictions,  which  prevent  the  dilution  of  shareholders' 


"  (...continued) 
shareholder  level,  thus  making  the  MSIC  a  less  attractive  investment  vehicle.    Sec  §  851  of 
the  Internal  Revenue  Code,  26  U.S.C.  §  851. 

"The  draft  bill  does  not  specify  what  constitutes  "significant  guidance  and  counsel." 

'*rhe  MSICs  remaining  assets  may  consist  of  cash,  operating  assets,  and  other 
securities  that  are  not  strategic  investments.    See  section  4  of  the  draft  bill  adding  new 
section  67  to  the  Investment  Company  Act. 

*In  contrast  to  the  proposed  capital  structure  exemptions  for  BDCs.  the  proposed 
exemption  for  MSICs  is  not  accompanied  by  any  conditions  designed  to  protect  investors. 
Sec  discussion  .supra  at  pp.  11-12. 

"See  supra  note  26. 

''When  Congress  passed  the -Investment  Company  Act.  it  identified  as  one  of  the 
prevalem  abuses  instances  in  which  "investment  companies  issue  securities  containing 
inequuable  or  discriminatory  provisions."    See  Inveslmcnt  Ciimpanv  Act  (;  l(b)(.'^). 
i.'^  U.S.C.  !^  80a-l(b)(.^). 
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interests  by  prohibiting  closed-end  funds  from  issuing  their  common  stock  m  return  for 
services  or  at  a  price  below  net  asset  value. 

Congress  enacted  these  provisions,  in  addition  to  others  from  which  MSICs  would  be 
entirely  or  partially  exempt,  to  protect  fund  investors  from  widespread  abuses  that  existed  in 
the  industry  before  enactment  of  the  Investment  Company  Act.    These  abuses  included 
excessive  leveraging,  disparate  voting  rights,  dilution  of  shareholders"  interests,  and  insider 
self-dealing."   In  most  respects,  MSICs  would  closely  resemble  other  closed-end  investment 
companies,  and,  thus,  would  seem  to  be  susceptible  to  the  same  types  of  abuses. 

Because  MSICs  would  take  large  ownership  positions  in  portfolio  companies  to 
accomplish  their  stated  mission  of  acting  as  "guardian  shareholders,"  some  relief  from  the 
Investment  Company  Act  may  be  appropriate."   The  draft  legislation's  exemptions, 
however,  are  quite  broad  in  scope,  and  it  is  not  clear  why  such  broad  relief  is  necessary.'" 
While  the  Investment  Company  Act  may  pose  some  obstacles  to  the  MSICs  goal  of 
controlling  or  influencing  portfolio  companies,  it  does  not  prohibit  shareholder  activism. 
The  Commission  has.  in  fact,  seen  investment  companies  become  more  active  investors,  and 
these  investment  companies  have  not  sought  or  received  exemptive  relief  from  the 


"See  supra  note  26;  Investment  Company  Act  §  1(b),  15  U.S.C.  §  80a-l(b). 

"The  Commission  removed  a  major  obstacle  to  shareholder  activism  by  revising  its 
proxy  rules  in  1992  to  make  it  easier  for  shareholders,  including  investment  companies,  to 
communicate  with  each  other.    See  Securities  Exchange  Act  Release  No.  31326  (Oct.  22, 
1992),  57  FR  48276  (1992). 

"For  example,  the  section-by-section  analysis  supporting  the  draft  bill  states  that  a 
MSIC  should  be  allowed  to  repurchase  its  shares  to  help  eliminate  trading  discounts  on  its 
stock.    This  can  be  accomplished  without  a  wholesale  exemption  from  section  23  of  the 
Investment  Company  Act.    Last  year,  the  Commission  adopted  rule  23c-3  (17  CFR 
ij  270.23c-3]  to  permit  closed-end  funds  to  repurchase  their  shares  on  a  periodic  basis  at  net 
asset  value.    Sec  Investment  Company  Act  Release  No.  19399  (Apr.  7.   1993).  58  FR  19330 
(1993).    A  special  statutory  exemption  from  section  23  for  MSICs.  therefore,  appears 
unnecessary. 
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Investment  Company  Act*    Further,  it  appears  that  some  of  the  MSICs  proposed  activities 
with  respect  to  its  portfolio  companies  are  already  permissible  under  existing  Commission 
rules.' 

In  order  to  ensure  that  investor  protection  is  not  compromised,  any  exemptions 
contained  in  legislation  designed  to  accommodate  specific  aspects  of  a  MSICs  operation 
should  be  narrowly  drawn."   If  Congress  believes  that  MSICs  would  serve  a  valuable  public 
purpose,  and  on  the  record  to  date  the  Commission  is  nor  yet  convinced  of  this,  and  that  to 
operate  effectively  they  need  relief  from  the  Investment  Company  Act,  Congress  may  wish 
to  amend  the  Act  lo  provide  the. Commission  with  specific  exempli ve  authority  for  MSICs. 

Conclusion 

It  has  been  a  pleasure  to  appear  before  you  today.    I  will  be  glad  to  answer  any 
questions  or  provide  the  Subcommittee  with  any  other  assistance. 


'^See  Chairman  Arthur  Levitt,  Remarks  ar  Mutual  Funds  and  Invesrmem  Management 
Conference  (March  21,  1994)  (urging  mutual  fund  directors  to  consider  when  their  funds 
should  actively  exercise  their  voting  rights  as  shareholders  of  portfolio  companies);  Robert 
C.  Pozen,  Institutional  Investors:  The  Reluctant  Activists,  72  Harv.  Bus.  Rev.  140  (1994) 
(providing  examples  of  investment  companies  influencing  the  management  of  portfolio 
companies,  but  concluding  that  institutional  investors,  including  investment  companies, 
become  active  shareholders  only  if  the  expected  benefits  exceed  the  expected  costs). 

^'While  section  17  of  the  Investment  Company  Act  generally  prohibits  transactions 
between  an  investment  company  and  its  affiliates,  Commission  rules  exempt  certain 
"downstream"  transactions  between  investment  companies  and  their  portfolio  companies 
when  other  affiliates  of  the  fund  have  no  financial  interest  in  the  transaction.    See 
Investment  Company  Act  rules  17a-3,  17a-6,  17d-l(d)(5),  270  CFR  §§  270.17a-3,  .17a-6, 
.17d-l(d)(5). 

"For  example,  when  Congress'in  1980  exempted  BDCs  from  many  provisions  of  the 
Investment  Company  Act  to  accommodate  their  special  relationship  with  portfolio 
companies,  ii  also  imposed  several  substitute  investor  protection  provisions  on  BDCs.    See 
Investment  Company  Aci  §§  :>6-6.'>,  15  U.S.C.  §{)  80a-5.'i  -64. 
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Mr.  Markey.  Our  next  witness  is  Mr.  Barry  Guthary,  who  has 
been  the  director  of  the  Division  of  Securities  for  the  Massachu- 
setts Secretary  of  State  since  1988.  He  served  as  president  of  the 
North  American  Securities  Administrators  Association  from  Sep- 
tember 1992  to  September  1993,  and  currently  also  serves  as  a  Di- 
rector of  NASAA  and  chairs  its  Small  Business  Capital  Formation 
Committee. 

Welcome  back  to  the  subcommittee,  Barry. 

STATEMENT  OF  BARRY  C.  GUTHARY 

Mr.  Guthary.  Thank  you. 

Chairman  Markey,  Representatives  Fields  and  McMillan, 
NASAA  is  pleased  to  testify  this  morning  and  our  testimony  will 
go  solely  to  the  Senate  bill  479.  We  haven't  had  an  opportunity  to 
study  the  MSIC  bill  and  don't  have  a  view  on  that  at  this  time. 

NASAA  supports  most  of  the  provisions  of  S.  479  and  in  our  tes- 
timony, we  have  laid  out  a  few  reservations.  In  my  oral  remarks, 
I  would  like  to  highlight  the  sections  of  the  bill  and  express 
NASAA's  support  in  one  and  concern  in  another. 

The  first  section  is  section  2.  NASAA  strongly  supports  amending 
the  1933  Act  to  allow  the  SEC  to  have  a  larger  exemptive  author- 
ity. We  are  very  pleased  with  Chairman  Levitt's  chairmanship  of 
the  SEC,  that  there  has  been  a  new-found  cooperation  between  the 
States  and  the  SEC,  and  we  are  exploring  certain  regulatory 
changes  with  the  SEC  to  permit  the  States  to  take  a  stronger  role 
in  small  business  capital  formation. 

Our  goal  is  to  remove  as  much  as  possible  the  burden  that  is 
caused  by  a  dual  regulatory  system  and  basically  allocate  the  small 
business  offerings  which  tend  to  be  local  and/or  regional  to  the 
States  for  review  and  allow  the  Commission  to  concentrate  more  on 
national  offerings.  Raising  the  exemptive  authority  to  $10  million 
would,  I  think,  strengthen  this  goal. 

The  second  area  that  I  would  like  to  address  is  section  3,  and 
though  NASAA  does  support  section  3,  we  think  the  safeguards 
built  in  for  both  the  liberalization  of  the  private  investment  com- 
pany tests  and  the  creation  of  a  new  exemption  for  qualified  pur- 
chasers will  fully  protect  investors. 

We  are  concerned  with  two  aspects  of  this,  the  first  being  that 
there  is  no  real  tie  here  to  small  business  as  we  see  it.  Though  we 
agree  that  these  funds  could  be  used  by  venture  capital  and  prob- 
ably will  be  and  venture  capitals  by  and  large  assist  small  busi- 
ness, we  really  think  the  primary  people  who  will  benefit  from  the 
change  are  hedge  funds  and  not  particular  venture  capital  funds. 

My  experience  in  Massachusetts  is  venture  capital  funds  are 
doing  fairly  well  and  are  not  particularly  troubled  by  a  size  limita- 
tion. In  recent  testimony,  the  problem  now  from  the  venture  cap- 
italists in  Massachusetts  is  more  a  shortage  of  qualified  companies 
in  which  to  invest  at  this  time;  some  of  them  have  an  excess  of  cap- 
ital. The  problem  isn't  so  much  the  assistance  of  small  business. 
However,  this  section  would  permit  so-called  hedge  funds  to  greatly 
increase  in  size. 

Though  we  think  that  the  small  investor  is  protected  in  the  sense 
basically  by  being  excluded  from  investing  in  this,  we  do  question 
the  overall  effect  on  the  market  that  it  has  of  creating  larger  and 
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larger  hedge  funds.  We  note  that  these  hedge  funds  are  much  more 
likely  to  invest. 

If  you  get  billions  of  dollars,  investing  it  in  500,000  tranches  is 
not  very  efficient,  so  the  tendency  is  to  want  to  put  your  invest- 
ment in  much  larger  pools  and  small  businesses  don't  require  that 
type  of  money.  So  more  than  likely,  it  will  go  into  other  instru- 
ments, such  as  derivative  instruments,  as  this  committee  has  in- 
vestigated over  the  last  few  years. 

The  other  concern  is  that  there  has  been  a  tendency  in  the  last 
few  years  to  always  deregulate  in  favor  of  the  large  investor  and 
though  that  probably  protects  against  the  retail  investor  getting  in- 
volved in  these  instruments,  we  question  whether  this  constant  bi- 
furcation isn't  having  an  effect  on  the  small  investor  in  the  sense 
of  creating  basically  a  two-tier  market.  That  is,  the  large  investors 
are  in  the  good  part  of  the  market  more  and  more  driving  the  small 
investors  to  what  I  would  call  the  junkier  part  of  the  markets. 

Although  I  don't  think  that  is  a  reason  not  to  support  this  bill, 
I  do  think  that  the  SEC  especially  should  be  very  sensitive  in  en- 
forcing this  bill,  especially  in  writing  the  regulations  to  always  be 
mindful  of  the  effect  of  this,  not  so  much  on  the  individual  inves- 
tors, but  on  the  overall  economy,  because  I  think  right  now  one  of 
the  reasons  that  there  is  such  a  tremendous  increase  in  mutual 
fund  investment  is  that  is  the  only  place  the  retail  investor  can  go. 

Perhaps  that  isn't  a  bad  situation,  but  I  do  question  the  effect 
and  don  t  think  at  times  that  we  study  that  enough. 

With  that,  I  will  conclude. 

Mr.  Markey.  Thank  you,  Mr.  Guthary. 

[Testimony  resumes  on  p.  178.] 

[The  prepared  statement  of  Mr.  Guthary  follows:] 
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STATEMENT  OF  BARRY  C.  GUTHARY 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

My  name  is  Barry  C.  Guthary.  I  am  director  of  the  Massachusetts  Secretary  of  State's 
Division  of  Securities  and  a  director  of  the  North  American  Securities  Administrators 
Association  (NASAA),  on  whose  behalf  I  appear  here  today.  I  also  serve  as  chairman  of 
NASAA's  Small  Business  Capital  Formation  Committee.  In  the  U.S.,  NASAA  is  the 
national  voice  of  the  50  state  securities  agencies  responsible  for  investor  protection  and 
the  efficient  functioning  of  the  capital  markets  at  the  grassroots  level.  I  appreciate  the 
opportunity  to  appear  before  you  today. 

The  Subcommittee  now  has  before  it  a  proposal  intended  to  facilitate  the  formation  of 
private  venture  capital  pools,  business  development  companies,  intrastate  investment 
companies  and  other  financing  vehicles  that  would  supplement,  or  provide  alternatives 
to  bank  loans  for  small  businesses.  Mr.  Chairman  and  Members  of  the  Subcommittee, 
NASAA  generally  supports  S.  479,  the  "Small  Business  Incentive  Act  of  1993,"  legislation 
which  the  Association  believes  may  have  the  effect  of  increasing  the  capital  available  to 
small  businesses  without  creating  inappropriate  risks  for  investors.  Although  a  portion  of 
this  hearing  will  focus  on  the  issue  of  relational  investing,  my  comments  today  are 
confined  to  the  provisions  of  the  Small  Business  Incentive  Act  of  1993,  as  it  was  approved 
by  the  United  States  Senate. 
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state-Level  Small  Business  Initiatives 

Small  businesses  serve  as  a  major  source  of  new  jobs  for  the  American  worker  and  as 
a  driving  force  in  our  economy.  As  such,  there  has  been  a  great  deal  of  attention 
focused  on  how  to  meet  the  financing  needs  of  these  small  businesses  responsible  for 
the  vast  majority  of  the  new  expansions  and  start-ups  yielding  new  jobs,  markets, 
innovations  and  tax  revenues  in  the  U.S.  economy. 

Recognizing  that  small  businesses  play  a  vital  and  indispensable  role  in  our  nation's 
economy,  state  securities  regulators  -  individually  and  collectively  through  NASAA  --  have 
devoted  considerable  time  and  energy  over  the  last  several  years  to  developing  innovative 
and  creative  approaches  to  ease  the  way  for  legitimate  small  business  capital  formation 
in  the  U.S.  The  comments  we  offer  here  today  with  respect  to  federal  small  business 
capital  formation  initiatives  are  based  both  on  our  substantial  experience  in  this  area  and 
on  our  many  years  of  serving  as  the  front  line  protection  for  small  investors. 

Perhaps  the  most  significant  state-level  development  with  respect  to  facilitating  small 
business  capital  formation  is  the  "Small  Corporate  Offering  Registration"  (SCOR),  a 
streamlined  question-and-answer  registration  process  allowing  small  firms  to  raise  up  to 
$1  million  in  a  12-month  period.  Though  there  has  been  less  than  five  years  of  nationwide 
experience  with  SCOR,  it  already  is  apparent  that  this  new  approach  to  addressing  small 


166 


business  capital  formation  is  catching  on.  The  majority  of  states  have  now  adopted  the 
SCOR  program,  with  some  adding  their  own  innovative  twists  to  foster  the  further  success 
of  the  program  and  other  small  business  initiatives.  Many  state  securities  agencies  are 
now  establishing  in-house  small  business  assistance  centers,  seminar  programs  for 
entrepreneurs,  and  outreach  to  potential  underwriters  and  major  investors. 

Today,  NASAA  and  its  members  continue  to  explore  new  ways  in  which  to  facilitate 
legitimate  small  business  capital  formation  under  the  SCOR  program.  For  example, 
NASAA's  Small  Business  Capital  Formation  Committee  is  studying  the  feasibility  of  moving 
to  a  regional  review  system  for  SCOR  filings.  The  goal  of  this  study  is  to  determine 
whether  such  an  approach  would  simplify  the  review  process  for  issuers  and  at  the  same 
time  address  each  state's  regulatory  concerns. 

NASAA  also  is  pleased  that  the  Securities  and  Exchange  Commission  ("SEC"  or 
"Commission")  has  adopted  the  SCOR  form  as  an  optional  form  for  Regulation  A  filings 
of  $5  million  or  less.  Separately,  NASAA  is  considering  whether  state-level  regulations 
should  be  adjusted  to  allow  for  offerings  of  up  to  $5  million  under  the  SCOR  format.  As 
the  "laboratory  of  the  states"  brings  forth  additional  success  stories  under  SCOR  (and 
other  efforts  designed  to  encourage  small  business  capital  formation),  it  will  be  shared 
through  the  network  of  state  securities  regulators  that  NASAA  comprises.   It  also  is  our 
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intention  to  continue  to  work  cooperatively  with  the  SEC  to  facilitate  legitimate  small 
business  capital  formation. 

Mr.  Chairman  and  Members  of  the  Subcommittee,  while  SCOR  may  not  have  been  the 
first  small  business  capital  formation  innovation  in  U.S.  securities  law,  it  does  represent 
a  "summing  up"  of  the  lessons  learned  in  earlier  efforts.  Some  of  the  other  federal  and 
state  programs  designed  to  ease  access  to  the  capital  markets  for  new  and  growing  firms 
were  found  in  practice  to  be  too  complex,  overly  restrictive  or  even  plagued  with  fraud 
and  other  abuses.  SCOR  involves  the  explicit  recognition  that  small  business  capital 
formation  initiatives,  if  not  carefully  crafted,  may  end  up  serving  as  a  vehicle  for  swindles, 
just  as  the  penny  stock  market  in  the  mid  and  late  1980s  came  to  be  dominated  by  fraud. 
State  securities  regulators  understand  as  well  as  anyone  the  delicate  balance  that  must 
be  achieved  between  investor  protection  and  capital  formation. 

The  Small  Business  Incentive  Act  of  1993 

The  legislation  under  consideration  today,  S.  479,  the  "Small  Business  Incentive  Act  of 
1993,"  would  amend  the  Securities  Act  of  1933  to  provide  greater  regulatory  flexibility  to 
the  Securities  and  Exchange  Commission  and  would  amend  the  Investment  Company  Act 
of  1940  to  streamline  the  regulation  of  venture  capital  pools  that  othenwise  would  be 
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subject  to  the  full  panoply  of  regulation  under  the  same.   NASAA's  comments  on  each 
of  the  key  provisions  of  the  legislation  follows. 

o  Securities  Act  Exemptive  Authority.  Section  3(b)  of  the  Securities  Act  of  1933 
authorizes  the  Commission  to  exempt  certain  classes  of  securities  from  the  Act's 
registration  requirements.  This  provision  was  intended  to  expedite  the  raising  of 
capital  for  start-ups  or  expanding  small  business  enterprises.  As  such,  this 
provision  has  been  amended  four  times  since  it  first  was  enacted  to  reflect  the 
increased  costs  to  small  businesses.  These  amendments  raised  the  offering 
amount  from  the  original  $100,000  limit  to  the  current  level  of  $5  million.  Section 
2  of  the  legislation  would  increase  from  $5  million  to  $10  million  the  Commission's 
authority  to  create  exempt  offerings  from  Securities  Act  registration.  NASAA  is 
pleased  to  support  this  increase  in  the  size  of  the  small  offerings  that  could  be 
exempt  from  registration  under  Section  3(b)  of  the  Securities  Act.  In  fact,  in 
furtherance  of  the  goals  of  this  provision,  NASAA  currently  is  exploring  with  the 
Commission  a  further  extension  of  the  concept  already  embodied  in  federal 
securities  laws  whereby  the  states  serve  as  the  primary  reviewer  of  smaller,  local 
public  offerings. 

o  Private  and  Qualified  Investment  Companies.  Section  3  of  the  legislation  would 
create  a  new  class  of  less  regulated  mutual  funds  geared  to  supplying  venture 
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capital.  The  Commission  has  stated  that  it  believes  that  these  proposed  changes 
would  help  create  or  expand  sources  of  small  business  financing  without  creating 
the  type  of  risks  to  public  investors  that  the  Investment  Company  Act  originally  was 
designed  to  address.  Investment  pools  created  pursuant  to  this  new  section 
3(c)(7)  of  the  1940  Investment  Company  Act  would  not  have  a  limitation  on  the 
number  of  investors  and  there  would  be  no  prohibition  on  public  offerings. 

Qualified  purchasers.  Section  3  of  the  bill  would  create  a  new  exception  in  the 
Investment  Company  Act  for  investment  pools  with  securities  held  exclusively  by 
qualified  purchasers.  As  a  result  of  this  exception,  these  sophisticated  investors 
would  be  free  to  participate  in  investment  pools  that  are  not  subject  to  the 
requirements  of  the  Investment  Company  Act  designed  for  retail  investors.  It  is 
hoped  that  such  an  exception  would  increase  the  flow  of  funds  into  venture  capital 
companies,  and  from  there  into  small  business  enterprises.  NASAA  is  pleased  that 
the  Senate  amended  its  original  bill  by  adding  a  new  Section  4  which  sets  out 
specific  standards  with  respect  to  who  may  be  regarded  as  a  qualified  purchaser. 
At  the  same  time,  the  bill  retains  flexibility  for  the  Commission  to  issue  rules 
defining  additional  persons  eligible  to  invest  in  the  new  pools,  based  upon  specific 
criteria,  such  as  financial  sophistication,  net  worth,  amount  of  assets  owned  or 
under  management,  relationship  with  an  issuer,  and  other  relevant  factors.  NASAA 
suPDorts  this  provision,  but  would  emphasize  that  the  Commission  should  move 
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cautiously  and  with  all  due  consideration  for  investor  protection  if  it  undertakes  to 
define  by  rule  additional  persons  who  may  be  eligible  as  "qualified  purchasers." 
By  limiting  participation  in  the  new  funds  to  sophisticated  investors,  this  provision 
may  respond  to  the  capital  needs  of  small  businesses  without  jeopardizing  investor 
protection. 

Liberalization  of  provisions  relating  to  private  investment  companies.  The  bill 
would  amend  Section  3(c)(1)  of  the  1940  Act  to  eliminate  current  restrictions  on 
corporate  (non-investment  company)  investments  in  "private  investment 
companies."  Reliance  on  the  cun-ent  exception  is  limited  to  any  issuer  that  has  no 
more  than  100  investors  and  does  not  publicly  offer  its  securities.  Section  3  of  the 
bill  would  relax  these  restrictions  by  creating  an  alternative  approach  under  which 
the  limit  on  the  number  of  investors  would  be  eliminated  and  issuers  would  be 
permitted  to  engage  in  public  offerings,  if  the  securities  are  held  by  financially 
sophisticated  investor  or  qualified  purchasers.  While  NASAA  generally  believes 
that  this  liberalization  has  been  done  in  a  manner  that  sufficiently  protects 
investors.  NASAA  would  point  out  that  this  provision  could  significantly  affect  small 
investors  as  a  class.  Such  concerns  arise  because  this  provision  may  dramatically 
increase  the  number  and  size  of  so-called  hedge  funds,  which  have  been  the  topic 
of  considerable  debate  over  the  last  few  years.  As  this  Subcommittee  has  pointed 
out,  the  effect  of  these  funds  on  the  small  investor  has  been  adverse.   Although 
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this  concern  does  not  lead  NASAA  to  oppose  the  liberalization,  the  Association 
would  encourage  the  Commission  to  be  mindful  of  these  potential  adverse  affects 
when  implementing  the  legislation. 

Permissible  investments  in  private  investment  companies.  Section  3  of  the 
legislation  modifies  the  attribution  provisions  of  the  Investment  Company  Act  to 
eliminate  restrictions  on  investments  by  corporate,  non-investm.ent  company 
investors.  The  new  attribution  provision  effectively  limits  investments  by  registered 
funds  and  issuers  relying  on  these  exceptions  to  no  more  than  10  percent  of  any 
one  private  investment  company.  This  is  intended  to  ensure  that  exception  is  not 
used  to  circumvent  application  of  the  Investment  Company  Act.  NASAA  supports 
this  change  because  it  provides  sufficient  investor  protections. 

Intrastate  closed  funds.  Today,  certain  small  closed-end  funds  may  avoid 
regulation  under  the  Investment  Company  Act  of  1940  by  offering  their  securities 
only  to  residents  of  the  state  in  which  they  are  organized.  Under  current  law, 
these  funds  may  not  raise  more  than  $100,000  from  investors.  This  $100,000  limit 
was  set  in  1940  and  has  never  been  amended.  NASAA  agrees  with  those  who 
have  observed  that,  in  today's  financial  markets,  this  limit  is  insufficient  to 
accommodate  the  capital  needs  of  funds  that  otherwise  would  seek  to  rely  on  the 
exemption.  Section  7  of  the  proposed  legislation  would  amend  Section  6(d)(1)  of 
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the  Investment  Company  Act  to  increase  from  the  current  $100,000  to  $10  million 
the  maximum  aggregate  amount  permitted  to  be  received  from  intrastate  securities 
offerings  of  a  closed-end  investment  company.  Increasing  the  aggregate  offering 
limit  here  is  intended  to  make  it  less  costly  to  form  and  expand  "single  state" 
investment  companies,  which  it  is  hoped,  in  turn  will  provide  capital  for  small,  local 
businesses.  Importantly,  investors  would  continue  to  be  protected  by  state 
securities  laws.   NASAA  supports  this  provision. 

Business  and  Industrial  Development  Companies.  At  least  44  states  have 
authorized  the  aeation  of  a  "business  and  industrial  development  company" 
(BIDCO),  for  the  purpose  of  providing  financial  and,  in  some  cases,  managerial 
assistance  to  business  concerns  located  within  the  state.  Under  current  law, 
BIDCOs  must  register  their  securities  with  the  Commission  under  both  the 
Securities  Act  and  the  Investment  Company  Act,  though  exemptions  may  be 
available  under  the  Securities  Act  and  are  granted  on  a  case-by-case  basis  under 
the  Investment  Company  Act. 

Section  6  of  the  legislation  proposes  to  amend  Section  6(a)  of  the  Investment 
Company  Act  by  adding  a  new  subsection  (5)  which  would,  under  certain 
conditions,  exempt  BIDCOs  from  regulation  under  the  1940  Act  There  are  several 
proposed  restrictions,  including:  (1)  the  securities  may  only  be  distributed  to 
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accredited  investors  (or  other  persons  as  determined  by  SEC  rule  or  order);  and 
(2)  80  percent  of  the  BIDCO's  securities,  on  a  ciass-by-class  basis,  must  be  held 
by  persons  who  "reside  in  or  have  a  substantial  business  presence  in  that  state." 
NASAA  supports  this  provision.  The  requirement  that  the  securities  be  distributed 
only  to  accredited  investors  is  a  prudent  investor  safeguard. 

Business  Development  Companies.  Business  development  companies  (BDCs)  are 
domestic  closed-end  funds  that  invest  in  small,  developing  and  financially  troubled 
businesses,  and  provide  managerial  assistance  to  these  companies.  Sections  9-1 1 
of  the  proposed  legislation  would  make  various  changes  to  the  current  regulation 
of  these  investment  companies.   In  general,  NASAA  supports  these  changes. 

Derinition  of  eligible  portfolio  company.  Sections  8  and  9  would  amend  Section 
2(a)  of  the  1940  Act  to  expand  the  definition  of  "eligible  portfolio  company"  to 
include  any  company  that  does  not  have  total  assets  in  excess  of  $4  million  and 
surplus  (shareholder's  equity  less  retained  earnings)  in  excess  of  $2  million.  These 
requirements  apparently  are  derived  from  two  of  the  minimum  listing  requirements 
for  the  National  Association  of  Securities  Dealers'  "NASDAQ  Small-Cap"  market.^ 
It  is  suggested  that  such  an  amendment  would  permit  business  development 
companies  to  invest  in  more  small  businesses,  thus  increasing  the  flow  of  capital 


'    "Small  Business  Incentive  Act  of  1993,"  Report  of  the  Committee  on  Banking,  Housing,  and  Urtian 
Affairs,  United  States  Senate,  to  accompany  S.  479,  October  26,  1993,  Senate  Report  103-166,  pp  13-14. 
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to  such  enterprises.  Whether  or  not  this  arr>endment  actually  does  expand  in  any 
material  way  the  definition  of  "eligible  portfolio  company"  may  be  open  for  debate. 
Nonetheless,  NASAA  supports  this  provision. 

Relaxation  of  managerial  assistance  requirements.  Section  9  of  the  legislation 
would  exempt  various  small  portfolio  companies  from  the  current  requirement  that 
a  BDC  provide  managerial  assistance  to  their  portfolio  companies.  The  rationale 
here  is  that  many  small  businesses  may  need  financing,  but  not  managerial 
assistance  and  that  this  provision  would  allow  BDCs  greater  flexibility  to  invest  in 
these  companies.   NASAA  supports  this  provision. 

Acquisition  of  assets  by  BDCs.  The  next  proposed  change  in  the  regulation  of 
business  development  companies  is  found  in  Section  10,  which  would  amend 
Section  55  of  the  1940  Act  to  permit  a  business  development  company  to  acquire 
securities  of  an  eligible  portfolio  company  from  persons  other  than  the  eligible 
portfolio  company  subject  to  SEC  rules.  Although  the  effect  of  this  change  may 
be  to  dilute  slightly  the  economic  development  impact  of  a  BDC,  NASAA  supports 
this  change. 

Capital  structure  amendments.  Section  1 1  of  the  proposed  bill  would  amend 
Section  61  (a)  of  the  1940  Act  with  respect  to  asset  coverage  requirements  for  debt 
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securities.  TTie  proposal  here  would  be,  in  certain  circumstances,  to  decrease  the 
asset  coverage  requirement  from  the  current  200  percent  to  110  percent.  The 
section-by-section  analysis  of  this  provision  concludes:  "The  amendment  would 
permit  business  development  companies  to  be  more  highly  leveraged,  thus 
allowing  additional  investment  in  small  businesses."  NASAA  takes  no  position  on 
this  proposed  change. 

Section  1 1  also  would  amend  Section  61  (a)(2)  of  the  1940  Act  to  permit  a  business 
development  company  to  issue,  without  restriction,  multiple  classes  of  debt 
securities.  Under  current  law  and  regulations,  there  are  fairly  substantial  limitations 
with  respect  to  issuing  more  than  one  class  of  securities.  This  Section  of  the  1940 
Act  is  further  amended  to  allow  a  business  development  company  to  issue 
warrants,  options  and  rights,  under  certain  conditions.  It  is  hoped  that  such  a 
change  would  provide  business  development  companies  with  flexibility  in  their 
capital  structure.  NASAA  takes  no  position  on  either  of  these  proposed  changes. 

Improved  disclosure.  Section  12  of  the  bill  would  amend  the  Investment  Company 
to  grant  to  the  Commission  authority  to  require  BDCs  to  provide  shareholders 
annually  with  a  written  statement  describing  the  risk  factors  associated  with  the 
capital  structure.  NASAA  strongly  supports  this  provision  to  enhance  the 
disclosure  to  investors,  especially  in  view  of  the  fact  that  the  other  proposed 
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amendments  included  in  this  bill  would  make  the  capital  structure  more  flexible, 
and  possibly  more  risky.  Further,  if  this  legislation  is  adopted,  NASAA  would 
encourage  the  Commission  to  exercise  its  authority  granted  under  this  provision. 

Conclusion 

Mr.  Chairman  and  Members  of  the  Subcommittee,  much  of  the  securities  regulation  in  the 
U.S.  is  an  ongoing  effort  to  keep  in  balance  the  scales  of  "investor  protection"  and  "capital 
formation."  With  too  little  emphasis  on  investor  protection,  the  scales  may  tip  in  favor  of 
a  re-occurrence  of  something  on  the  order  of  the  multi-billion-dollar  penny  stock  scams 
of  the  1980s.  If  the  scale  of  capital  formation  is  "shorted,"  then  the  process  of  securities 
regulation  may  become  burdensome  and  costly  for  small  businesses  seeking  access  to 
financing  sources.  Nowhere  has  this  balancing  act  been  more  of  a  day-to-day  fact  of  life 
than  in  state  securities  agencies,  which  are  entrusted  with  overseeing  both  investor 
protection  and  the  efficient  functioning  of  the  capital  markets  at  the  grassroots  level  in  the 
U.S. 

NASAA  generally  believes  that  the  proposed  "Small  Business  Incentive  Act,"  approved  by 
the  Senate,  may  help  to  facilitate  the  flow  of  capital  to  start-up  and  growing  small  business 
enterprises,  while  preserving  necessary  investor  protections.  As  such,  NASAA  is  pleased 
to  support  the  legislation.  The  Association  would  encourage  the  Commission,  as  it  moves 
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forward  with  the  rulemaking  authority  granted  to  it  under  the  legislation,  to  move 
cautiously  and  prudently,  and  to  act  in  favor  of  investor  protection.  Based  on  NASAA's 
recent  experiences  with  the  current  Commission,  we  have  every  reason  to  believe  that 
such  will  be  the  case. 

NASAA  and  its  members  hope  to  work  closely  with  this  Subcommittee  as  you  move 
forward  on  this  small  business  initiatives. 

Thank  you. 


178 

Mr.  Markey.  Our  next  witness  is  Mr.  David  Gladstone,  the  presi- 
dent of  Allied  Capital  Corporation,  a  business  development  com- 
pany. 

Welcome  to  the  subcommittee.  We  look  forward  to  your  testi- 
mony, sir. 

STATEMENT  OF  DAVID  GLADSTONE 

Mr.  Gladstone.  Thank  you,  Mr.  Chairman  and  members  of  the 
committee. 

I  am  here  today  for  the  National  Association  of  Small  Business 
Investment  Companies,  and  I  guess  we  will  add  today  to  your  al- 
phabet soup.  NASBIC  is  the  association  that  represents  small  busi- 
nesses and  we  invest  only  in  small  businesses. 

I  am  also  appearing  today  for  the  National  Association  of  Busi- 
ness Development  Companies.  There  are  only  a  few  of  us,  but  we 
have  banded  together  to  have  an  association. 

We  would  like  to  give  you  our  response  to  S.  479  from  the  stand- 
point of  BDC's  and  SBIC's.  We  submit  that  the  Senate  bill  is  a 
meaningful  solution  to  the  capital  and  credit  shortage  of  small 
businesses.  The  bill  would  increase  the  number  of  new  business 
formation.  It  would  materially  increase  the  flow  of  funds  to  small 
businesses,  and  we  believe  the  bill  will  have  a  beneficial  effect  on 
the  economy. 

Today  there  are  more  SBIC's  than  BDC's  and  the  reason  prob- 
ably is  that  SBIC's  are  able  to  leverage  whereas  BDC's  are  not. 
Certainly,  publicly  traded  SBIC's  are  able  to  borrow  and  grow  their 
investments  because  they  are  exempt  from  the  1940  Act  leverage 
provisions  by  section  18(k)  and  BDC's  cannot  take  advantage  of 
18(k). 

So  a  com^pany  like  Allied,  for  example,  with  both  a  BDC  and  an 
SBIC,  is  able  to  leverage  in  one  and  not  in  the  other  which  seems 
quite  strange  under  the  1940  Act.  In  1980,  the  Congress  intended 
to  create  a  new  type  of  investment  company  called  business  devel- 
opment companies. 

There  are  so  few  BDC's  today,  15  years  later,  that  the  attempt 
can  only  be  considered  a  dismal  failure.  We  believe  that  the  lack 
of  leverage  is  the  prime  reason  for  this  failure  of  the  BDC  program. 

Let's  turn  to  the  Act.  At  section  209,  this  is  the  section  that 
would  help  us  the  most.  Those  who  work  in  the  industry  know  that 
leverages  and  capital  structure  and  raising  capital  is  the  primary 
need  of  BDC's.  We  need  that  fund  in  order  to  invest  in  small  busi- 
nesses, but  the  current  law  precludes  us  from  leveraging  more  than 
200  percent;  that  is,  if  you  have  $20  million  in  equity,  you  can  bor- 
row $20  million  or  sell  $20  million  worth  of  preferred  stock. 

Those  are  the  only  senior  securities  you  can  have.  This  is  far  too 
low.  As  a  result  of  this  provision,  there  exists  less  than  20  BDC's 
today  and  no  meaningful  number  has  formed  in  the  past  15  years 
and,  in  fact,  the  two  largest  business  development  companies,  the 
two  that  were  larger  than  us,  have  since  liquidated.  Both  have  liq- 
uidated and  given  their  money  back  to  their  shareholders  and  are 
no  longer  providing  funds  to  small  businesses. 

Bill  S.  479  would  permit  BDC's  to  sell  debt  securities,  preferred 
stock  as  well  as  common  stock,  and  make  it  possible  for  BDC's  to 
raise  money  to  provide  funds  to  small  business.  We  had  wanted 
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BDC's  to  have  the  same  ability  to  leverage  as  SBIC's.  However,  in 
our  negotiations  with  the  SEC,  we  did  not  get  quite  that  far. 

The  compromise  was  worked  out  over  a  2-year  time  period  and 
that  is  what  is  found  in  section  209  of  the  bill.  While  it  is  cum- 
bersome and  somewhat  difficult  to  follow,  it  is  a  beginning  and  we 
would  like  to  go  in  that  direction. 

There  are  some  who  have  suggested  that  the  bill  should  only  per- 
mit the  SEC  to  exempt  some  BDC's  from  leverage  prohibitions,  and 
we  could  go  along  with  that  idea  if  the  bill  would  give  the  authority 
to  the  SEC  to  let  some  BDC's  be  included  under  18(k). 

They  would  be  included  only  if  the  management  had  been  sea- 
soned managers,  perhaps  even  successful  SBIC  operators  and  had 
been  dealing  with  leverage  in  other  entities.  That  would  fit  Allied 
as  well  as  other  BDC's,  and  it  would  let  the  SEC  give  some  free- 
dom of  leverage  to  those  BDC's  with  successful  operators. 

There  seems  to  be  no  reason  why  BDC  operators  like  Allied's 
management  should  not  be  as  successful  managers  and  a  leveraged 
BDC  as  they  are  in  a  leveraged  SBIC.  That  is  only  fair  for  BDC's 
and  we  would  urge  you  to  go  in  that  direction. 

Section  209  also  has  provisions  for  BDC's  to  have  some  freedom 
in  their  capital  structure,  to  issue  debt-preferred  stock,  convertible 
preferred,  options,  et  cetera,  more  like  an  operating  company  than 
an  investment  company,  and  we  would  hope  that  this  flexibility 
would  be  kept  in  the  bill. 

Sections  206  and  207  provide  good  definitions  of  small  businesses 
to  be  exempt  from  providing  managerial  assistance.  It  would  en- 
courage the  flow  of  funds  to  smaller  companies,  and  it  is  very  ex- 
pensive to  provide  managerial  assistance,  so  allowing  that  exemp- 
tion would  allow  larger  BDC's  to  make  loans  and  investments  in 
smaller  companies  rather  than  having  to  provide  that  managerial 
assistance. 

Section  208  is  needed  to  permit  BDC's  the  flexibility  of  buying 
securities  from  others  rather  than  directly  from  small  businesses. 
There  are  times  when  you  would  like  to  buy  a  loan  or  investment 
from  another  business  development  company,  but  are  precluded 
from  doing  that.  There  are  also  reorganizations  in  which  you  would 
buy  loans  and  investments  from  banks  or  other  financial  institu- 
tions, and  you  are  unable  to  do  that  as  well. 

The  limit  on  purchases  from  others  in  private  transactions,  we 
believe  this  would  preclude  BDC's  from  becoming  small  cap  mutual 
funds.  In  order  to  be  a  small  cap  mutual  fund,  a  BDC  would  have 
to  purchase  public  stocks  and  bonds  and  this  section  does  not  per- 
mit those  public  transactions,  so  this  is  not  creating  any  competi- 
tion for  traditional  mutual  funds. 

In  summary,  the  program  was  conceived  15  years  ago.  It  is  not 
working.  In  order  to  make  it  work,  we  need  changes  and  bill  S.  479 
would  make  those  changes. 

I  am  available  for  questions  at  any  time.  Thank  you. 

Mr.  Markey.  Thank  you. 

Our  next  witness,  Mr.  Robert  Easton,  is  chief  executive  officer  of 
the  Commodities  Corporation  and  also  chairman  of  the  Managed 
Futures  Association. 

Welcome,  sir. 
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STATEMENT  OF  ROBERT  G.  EASTON 

Mr.  Easton.  Chairman  Markey  and  members  of  the  subcommit- 
tee, thank  you  very  much  for  the  opportunity  to  appear  here  to  dis- 
cuss the  Small  Business  Act  of  1993. 

I  am  chairman  of  the  Managed  Futures  Association,  the  national 
trade  association  representing  the  managed  futures  industry  with 
over  500  members,  most  of  which  are  small  businesses.  Given  our 
time  constraints,  I  would  refer  you  to  my  written  testimony  for  ad- 
ditional information  regarding  who  I  am  and  who  I  represent  and 
further  elaboration  of  the  following  points  which  I  would  like  to 
summarize  briefly. 

We  strongly  support  the  objectives  of  this  bill  and  the  efforts  of 
the  SEC  in  recommending  the  proposed  amendments  to  the  1940 
Act.  We  believe  these  measures  may  greatly  enhance  the  flow  of 
capital  to  small  businesses  by  reducing  the  regulatory  burdens  on 
small  businesses  seeking  to  raise  capital  and  thereby  facilitate  the 
formation  of  alternate  financing  vehicles. 

We  fully  support  and  have  no  further  comment  on  the  Securities 
Act  and  interstate  offering  amendments,  the  creation  of  the  auto- 
matic 1940  Act  exemption  for  economic  business  and  industrial  de- 
velopment companies,  and  the  amendment  simplifying  the  1940 
Act,  3(c)(1),  attribution  rules. 

Today  we  would  like  to  confine  our  comments  to  the  1940  Act 
amendment  creating  a  new  exemption  from  the  1940  Act  for  ven- 
ture capital  funds  and  other  funds  if  securities  are  owned  exclu- 
sively by  qualified  purchasers.  We  strongly  support  this  amend- 
ment. We  do  believe,  however,  there  are  three  areas  which  should 
receive  further  consideration. 

We  believe  the  statutory  definition  of  qualified  purchasers  is  a 
higher  standard  than  may  be  required  to  limit  such  issuance  of  se- 
curities solely  to  sophisticated  persons.  We  urge  you  to  encourage 
the  SEC  to  exercise  the  authority  to  provide  exemptive  relief  to  ad- 
ditional persons  who  do  not  meet  the  definition,  but  that  nonethe- 
less are  appropriate  sophisticated  persons  for  exemptive  relief.  In 
that  regard,  we  would  encourage  the  SEC  to  consider  officers,  em- 
ployees, management  and  certain  other  related  parties  to  the  issu- 
ers. 

Point  2,  we  are  also  concerned  that  the  implementation  of  the 
amendment  may  inadvertently  disrupt  investor  relations  and 
therefore  recommend  that  administering  the  implementation  of  the 
qualified  purchaser  exemption,  the  SEC  grandfather  investors  in 
existing  funds  so  that  issuers  who  offer  these  securities  solely  to 
qualified  purchasers  from  that  date,  from  the  date  this  provision  is 
effective,  will  nonetheless  qualify  and  existing  investors  need  not 
be  ousted  from  existing  funds. 

In  addition,  by  limiting  the  statutory  standards  of  sophistication 
to  ownership  of  securities  rather  than  also  including  all  other  in- 
vestments in  an  investor's  portfolio  creates  cross-jurisdictional  am- 
biguities and  inadvertently  excludes  certain  financially  sophisti- 
cated persons. 

Accordingly,  we  would  recommend  that  the  qualified  purchaser 
definition  be  adjusted  to  permit  aggregation  of  a  purchaser's  securi- 
ties holdings  with  all  other  investment  holdings  of  the  purchaser 


181 

similar  to  the  definition's  aggregation  of  a  person's  proprietary  se- 
curity holdings  with  those  he  has  under  discretionary  management. 

We  emphasize  our  full  and  enthusiastic  support  for  adoption  of 
this  long  overdue  exemption  for  highly  sophisticated  persons.  If 
properly  implemented,  which  we  have  every  confidence  the  SEC 
can  do,  this  amendment  can  only  positively  affect  the  flow  of  cap- 
ital to  small  businesses  and  does  not  raise  customer  protection  is- 
sues. 

This  exemption  is  essential  to  our  members,  who  in  the  start-up 
period  and  well  beyond  have  very  little  hope  of  obtaining  a  bank 
loan  or  line  of  credit  to  finance  their  business  operations. 

We  applaud  your  subcommittee  for  pursuing,  and  we  hope  adopt- 
ing, these  amendments.  Thank  you  and  I  would  be  happy  to  re- 
spond to  any  questions. 

Mr.  Markey.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Easton  follows:] 
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WRITTEN  TESTIMONY:  ROBERT  G.  EASTON 

CHAIRMAN,  MANAGED  FUTURES  ASSOCIATION 

CfflEF  EXECUTIVE  OFFICER,  PRESIDENT,  COMMODITIES  CORPORATION  (U.S.A.) 

BEFORE  THE 

TELECOMMUNICATIONS  AND  FINANCE  SUBCOMMITTEE 

COMMITTEE  ON  ENERGY  AND  COMMERCE 

U.S.  HOUSE  OF  REPRESENTATIVES 

JULY  26, 1994 

S.  479  SMALL  BUSINESS  INCENTIVE  ACT  OF  1993 


Chairman  Markey  and  Members  of  the  Subcommittee: 

Thank  you  for  the  opportimity  to  appear  here  today  to  present  my  views  and  those  of  the 
members  of  the  Managed  Futures  Association  on  S.  479  of  the  Small  Business  Incentive  Act  of 
1993. 

I  am  Robert  G.  Easton,  Chairman  of  the  Managed  Futures  Association,  the  national  trade 
association  representing  the  managed  futures  industry  with  over  500  members  drawn  from  all 
segments  of  the  industry  including  Commodity  Futures  Trading  Commission  ("CFTC") 
registered  commodity  pool  operators,  commodity  trading  advisors,  futures  commission 
merchants  and  exchanges,  and  is  comprised  of  members  who  manage  or  give  advice  with  respect 
to  a  substantial  majority  of  the  assets  currently  invested  in  managed  futures.  I  am  CEO  and 
President  of  Commodities  Corporation  which  through  its  subsidiaries  operates  as  a  trading 
company  and  of  its  primary  operating  subsidiary.  Commodities  Corporation  (U.S.A.),  a  MFA 
member,  a  CFTC  registered  commodity  pool  operator  and  commodity  trading  advisor.  I  also 
chair  the  Managed  Futures  Subcommittee  of  the  Regulatory  Coordination  Advisory  Committee 
of  the  CFTC. 

We  strongly  support  the  objectives  of  the  bill  and  the  efforts  of  the  Securities  Exchange 
Commission  ("SEC")  in  making  tlie  recommendation  for  these  legislative  changes  to  promote 
capital  formation  of  small  businesses  by  furthering  the  ability  of  private  investment  companies  to 
provide  capital  for  such  businesses.  By  reducing  regulatory  burdens  and  costs  in  situations  that 
do  not  pose  any  serious  customer  protection  issues,  the  legislation  should  enhance  small 
business'  access  to  sorely  needed  financing.  Small  businesses  are  essential  to  the  U.S.  economy 
and  are  the  breeding  ground  for  entrepreneurial  imagination  and  creativity,  which  has  served  to 
make  the  U.S.  an  economic  leader.  Most  of  the  major  companies  in  the  U.S.  today  began  in  their 
infancy  as  one  of  these  small  businesses  which  would  not  have  survived  absent  access  to 
financing  at  critical  times  in  their  development.     Today,  these  small  businesses  face  the  reality  of 
an  increasing  tightening  of  credit  and  credit  requirements.  It  is  essential  that  we  seek  every 
opportunity  to  facilitate  the  flow  of  capital  to  these  entities,  especially  in  circumstances  in  which 
customer  protection  is  not  jeopardized. 
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I  believe  the  experiences  of  my  company  may  provide  a  useful  insight  into  the  benefits  of  this 
legislation.  My  company  currently  is  approaching  its  entrepreneurial  year  of  operation  dunng 
which  it  has  grown  from  employing  less  than  a  handful  of  employees  with  capital  of  $2  million  to 
over  250  employees  with  a  net  worth  of  several  hundred  million  dollars.    The  formation  of  my 
company  predates  the  CFTC,  its  primary  regulator,  and  its  initial  investors  were  highly 
sophisticated  investors,  most  of  which  today  would  qualify  as  "qualified  purchasers"  under  S. 
479  's  proposed  amendments  to  Section  2  (a)  and  new  Section  3  (c)(7)  of  the  Investment 
Company  Act  of  1940  (the  "40  Act").  However,  at  two  critical  junctures  in  the  company's 
history,  it  raised  additional  capital  from  highly  sophisticated  non-U.S.  investors,  in  part  due  to 
the  significant  regulatory  burdens  and  costs  of  offering  equity  interests  in  the  U.S.  and  to 
maintain  its  3  (c)(1)  exemption  under  the  '40  Act.  In  addition,  from  time  to  time,  the  company 
has  had  to  obtain  no  action  letters  to  prevent  such  events  as  gifts  or  bequests  within  a  family 
from  implicating  the  '40  Act  or  reject  certain  capital  raising  alternatives  because  compliance  with 
both  the  CFTC  and  '40  Act  would  be  cost  prohibitive. 

Today  my  company  provides  seed  capital  or  capital  for  trading  to  approximately  100  start  up 
traders.    Virtually  all  MFA  members  as  well  as  these  traders  would  qualify  as  a  small  business. 
Facilitating  the  flow  of  capital  to  these  entities  by  exempting  issuances  to  highly  sophisticated 
persons  from  the  '40  Act  provisions  would  have  a  multiplier  effect  for  small  business  by  not 
only  aiding  the  growth  and  development  of  small  businesses  to  expand  and  employ  additional 
people,  but  also  aids  the  capital  formation  process  generally.  By  assisting  in  the  business 
development  of  these  small  businesses,  investors  who  may  not  invest  capital  in  securities  absent 
professional  management  of  their  assets  have  a  larger  universe  of  successful  professional 
managers  from  which  to  make  a  selection. 

Adoption  of  an  exemption  for  sophisticated  purchasers  does  not  implicate  the  customer 
protection  issues  the  '40  Act  was  designed  to  address.    It  is  not  unusual  in  non-U.S.  jurisdictions 
to  have  a  two-tiered  regulatory  structure  which  closely  regulates  transactions  with  the  general 
public  and  exempts  transactions  among  market  professional,  sophisticated  and  creditworthy 
participants.  The  securities  laws  distinguish  "accredited  investors"  as  well  as  "qualified 
institutional  buyers"  for  these  purposes  and  the  CFTC  has  acted  to  exempt  offerings  to,  and 
transactions  among,  highly  qualified  participants  from  substantive  regulatory  provisions.  Highly 
qualified  or  sophisticated  participants  can  appreciate  the  risks  of  such  investments  or  are  in  a 
position  to  defend  themselves  without  '40  Act  protection.  The  dampening  effect  on  the  flow  of 
capital  to  small  business  due  to  the  substantial  cost  and  burden  of  '40  Act  compUance  is  neither 
necessary  nor  justified  with  respect  to  these  investors. 

We  fiilly  support  and  endorse  the  Securities  and  Exchange  Commission's  ("SEC") 
recommendation  that  a  qualified  purchaser  exemption  to  the  '40  Act  be  enacted.    While  we 
recognize  the  concerns  of  the  SEC  in  not  recommending  an  "accredited  investor"  standard  for 
defining  qualified  purchasers,  we  believe  the  proposed  statutory  definition  of  "qualified 
purchaser"  is  a  high  standard  which  excludes  many  sophisticated  participants  who  have  sufficient 
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net  worth  or  financial  sophistication  to  fend  for  themselves.  In  this  regard,  we  note  that  unlike 
the  CFTC  definitions  of  qualified  eligible  participants  or  appropriate  persons  and  as  the  SEC  has 
done  in  implementing  similar  provisions  in  other  circumstances,  the  definition  does  not  include 
exemptions  for  registered  professionals  or  for  officers,  employees  and  others  with  a  close 
relationship  to  the  issuer.  Further,  it  is  our  hope  that  in  implementing  Section  3  (c)(7),  the  SEC 
will  grandfather  existing,  and  in  many  cases  longstanding,  investors  whose  investment  decision 
already  have  been  made,  so  that  this  legislation  will  not  have  the  anomalous  effect  of  ousting 
existing  investors  (and  therefore  decreasing  the  flow  of  potential  capital)  in  order  for  issuers  to 
utilize  the  exemption.    Nonetheless,  we  believe  the  legislative  language  authorizing  the  SEC  to 
exempt  any  person  who  does  not  meet  the  statutory  standards  who  does  not  need  the 
protections  of  the  '40  Act  is  sufficient  to  exempt  additional  participants.  We  believe  Congress 
should  encourage  the  SEC  to  utilize  such  authority  liberally  in  appropriate  situations. 

We  also  would  like  to  point  out  what  we  believe  to  be  a  technicality  in  the  definition  of  qualified 
purchaser.  The  definition  in  subparts  A,  B  and  C  bases  qualification  in  each  case  upon 
ownership  of  "securities"  of  issuers.  We  would  note  that  investment  or  financial  sophistication 
is  not  gained  solely  from  the  purchase  of  securities  and  in  fact,  given  most  market  and  investment 
sophisticates'  knowledge  of  modem  portfolio  theory  and  the  benefits  of  diversification,  it  is 
most  likely  that  not  all  a  purchaser's  investments  will  be  in  securities.  Just  as  MFA  made  a 
recommendation  to  the  CFTC  in  adopting  a  portfolio  requirement  for  its  definition  of  a  qualified 
eligible  participant,  MFA  would  suggest  that  the  exemption  include  other  investments  or  assets 
or  any  combination  thereof  in  determining  eligibility.  In  order  to  avoid  unnecessary  and 
duplicative  regulation,  we  believe  the  statutory  relief  be  premised  on  the  basis  of  an  investor's 
entire  portfolio,  rather  than  isolate  only  the  securities  segment  of  such  portfolio. 

We  emphasize  the  importance  of  obtaining  the  statutory  authority  for  exempting  qualified 
purchasers  and  are  confident  that  the  SEC,  as  it  has  on  previous  occasions  and  as  the  CFTC 
discovered  in  implementing  its  exemptive  regulations,  will  ascertain  circumstances  such  as  those 
specified  above  in  which  it  is  appropriate  to  expand  the  qualified  purchaser  definition.  We 
applaud  the  SEC  for  recommending  this  legislation  and  for  Congress  moving  swiftly  to  pass  this 
statute,  as  it  provides  essential  and  long  overdue  amendments  to  the  '40  Act  which  will  greatly 
improve  the  efficacy  and  utilization  of  the  '40  Act  exemptions.  Greater  utilization  of  these 
exemptions  in  appropriate  circumstances  in  turn  will  promote  the  flow  of  capital  to  small 
businesses  without  adversely  affecting  customer  protection. 

Thank  you  again  for  the  opportunity  to  appear  before  you  and  your  consideration  of  our  views. 
I  would  be  happy  to  respond  to  your  questions. 
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Mr.  Markey.  Our  next  witness,  Mr.  Matthew  Fink,  is  the  presi- 
dent and  chief  executive  officer  of  the  Investment  Company  Insti- 
tute. He  has  worked  very  closely  with  the  subcommittee  and  very 
effectively  over  many  years. 

Welcome  back  before  the  subcommittee. 

STATEMENT  OF  MATTHEW  P.  FINK 

Mr.  Fink.  Thank  you,  Mr.  Chairman. 

The  great  success  of  the  mutual  fund  industry,  which  Mr. 
Guthary  mentioned,  I  think,  is  due  in  large  part  to  the  strict  regu- 
latory regime  set  forth  for  investment  companies  in  Federal  securi- 
ties laws,  and  the  Federal  securities  laws  recognize  that  great  con- 
flicts of  interest  can  arise  whenever  a  manager  is  entrusted  with 
discretion  over  a  pool  fund  sold  to  the  public. 

For  this  reason,  securities  laws  strictly  regulate  just  about  every 
aspect  of  a  mutual  fund's  operations.  For  this  reason,  any  proposal 
to  compromise  these  investor  protections  must  be  approached  with 
great  caution.  Actual  experience  in  recent  years  teaches  that  com- 
promise with  investor  protection  is  fraught  with  peril.  I  will  just 
give  two  recent  examples,  Mr.  Chairman. 

In  the  1960's,  the  SEC  administratively  decided  that  bank  collec- 
tive investment  funds  and  insurance  company  separate  accounts 
sold  in  the  retirement  market  could  be  satisfactorily,  administra- 
tively exempted  from  registration  under  the  Federal  securities 
laws,  and  the  SEC  did  it  by  no  action  relief. 

In  1970,  the  SEC  went  on  to  urge  Congress  to  enact  the  1970  leg- 
islation which  codified  those  exemptions.  But  only  2  years  ago,  the 
SEC  staff  in  a  big  report  determined  that  the  exemptions  in  1970 
were  a  mistake  since  participants  in  these  plans,  and  I  quote  from 
the  SEC  staff  report,  "receive  far  less  information  about  their  in- 
vestment options  than  regular  investment  company  shareholders.** 

Therefore,  the  SEC  staff  recommended  legislation  that  would  re- 
quire these  pool  funds  to  register  under  the  Securities  Act  of  1933 
and  to  give  prospectuses  to  plan  participants,  but  until  Congress 
enacts  such  legislation,  investors  will  continue  to  suffer  from  the 
exemptive  mistake  made  by  the  SEC. 

The  second  example — in  1980,  Congress  authorized  the  creation 
of  business  development  companies,  which  were  exempted  from 
many  provisions  of  the  Investment  Company  Act.  But  SEC  Com- 
missioner Roberts  has  noted  that  in  1992,  there  were  only  49  active 
business  development  companies;  yet  about  7  of  that  49  were  the 
subject  of  Commission  investigations  or  enforcement  actions. 

Since  this  statement,  the  Commission,  we  understand,  has  sanc- 
tioned insiders  of  at  least  two  of  these  BDC's  having  found  that 
they  issued  false  and  misleading  periodic  reports,  financial  state- 
ments and  press  releases,  and  that  they  materially  overstated  the 
value  of  their  portfolio  securities.  Because  of  these  types  of  actual 
experiences  with  broad  exemptions  from  the  Federal  securities 
laws,  we  would  urge  that  Congress  proceed  with  caution  in  grant- 
ing any  further  wholesale  exemptions. 

We  remain  especially  concerned  with  certain  aspects  of  Senate 
bill  479.  First,  the  bill  would  exempt  from  Investment  Company 
Act  regulation  totally  any  pool  the  securities  of  which  are  sold  ex- 
clusively to  qualified  purchasers.  Although  the  bill  allegedly  is  de- 
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signed  to  help  small  businesses,  it  would  not  require  these  unregu- 
lated pools  to  invest  one  cent  of  their  assets  in  securities  of  small 
businesses.  Thus,  these  unregulated  funds  could  invest  100  percent 
in  large  companies  listed  on  the  New  York  Stock  Exchange  or  100 
percent  in  Japanese  securities  or  100  percent  in  derivatives  with- 
out one  penny  of  investment  in  small  business. 

Simply  put,  as  Mr.  Guthary  testified  this  morning,  this  provision 
has  nothing  whatsoever  to  do  with  small  business.  Instead,  it 
would  be  a  spur,  as  he  said,  to  a  proliferation  of  hedge  funds. 

If  indeed  the  capital  needs  of  small  business  underlie  the  need 
for  a  broad  exemption  as  provided  in  the  bill,  Congress  should  en- 
sure that  these  pools  actually  do  provide  capital  to  small  business 
by  restricting  their  portfolio  holdings  to  securities  of  smaller  busi- 
ness enterprises  and  other  appropriate  investments. 

Moreover,  Congress  should  limit  the  definition  of  qualified  pur- 
chaser to  investors  who  are  capable  of  fending  for  themselves,  and 
in  doing  so,  Congress  should  recall,  as  Mr.  Guthary  stated,  that  the 
securities  laws  are  designed  not  only  to  protect  the  small  unsophis- 
ticated investor,  but  also  the  sophisticated  investor  and  the  large 
institution. 

Indeed,  in  recent  years,  savings  and  loans,  municipalities  and 
other  large  institutional  investors  have  been  the  subject  of  securi- 
ties fraud  and  abuse.  Therefore,  we  support  the  relatively  high 
thresholds  for  indi\^dual  and  institutional  investors  included  in  the 
bill.  Congress  may  wish  to  change  these  thresholds.  However,  we 
are  very  concerned  with  the  provision  that  would  give  the  SEC 
broad  discretion  to  lower  the  thresholds. 

While  the  Investment  Company  Act  wisely  gives  the  SEC  very 
broad  authority  to  exempt  individual  funds  from  specific  provisions 
of  the  Act,  we  believe  that  the  determination  of  which  entire  class- 
es of  pool  funds  should  be  exempt  from  Investment  Company  Act 
regulation  should  be  made  by  the  Congress. 

Therefore,  we  urge  that  Congress  not  grant  the  SEC  broad  dis- 
cretionary authority  to  lower  the  bill's  thresholds  particularly,  as 
Mr.  Guthary  noted,  and  I  repeat,  particularly  because  the  bill  does 
not  require  these  pools  to  invest  one  cent  in  small  business. 

Senate  bill  479  also  would  amend  the  provisions  of  the  1940  Act 
concerning  BDC's,  and  while  certain  adjustments  to  these  provi- 
sions may  indeed  be  appropriate,  we  are  concerned  with  two  of  the 
proposed  changes. 

First,  under  the  bill,  BDC's  could  purchase  eligible  securities 
from  secondary  market  dealers  and  not  just  from  issuers,  which 
would  not  give  the  issuers  any  more  capital. 

Secondly,  BDC's  would  not  have  to  make  managerial  assistance 
available  to  portfolio  companies.  By  doing  that,  the  bill  would  cause 
BDC's  to  closely  resemble  traditional  investment  companies  and 
the  original  justification  back  in  1980  for  exempting  BDC's  from 
the  Investment  Company  Act  would  largely  disappear. 

I  would  urge  the  Congress  to  consider  these  provisions  and  to 
amend  them  to  address  investor  protections. 

Finally,  for  similar  reasons,  we  are  concerned  with  the  other  pro- 
posal we  are  considering  today  to  create  so-called  managerial  stra- 
tegic investment  companies  that  would  be  exempt  from  most  of  the 
provisions  of  the  Investment  Company  Act.  While  the  goals  of  the 
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sponsors  of  this  legislation  may  be  laudable,  the  proposed  exemp- 
tions raise  many  of  the  same  investor  protection  issues  as  those 
raised  in  S.  479,  and  we  share  the  concerns  of  the  SEC  as  Commis- 
sioner Beese  spelled  them  out  this  morning. 

Thank  you. 

Mr.  Markey.  Thank  you,  Mr.  Fink,  very  much. 

[Testimony  resumes  on  p.  199.] 

[The  prepared  statement  of  Mr.  Fink  follows:] 
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STATEMENT  OF  MATTHEW  P.  FINK 

PRESIDENT 
INVESTMENT  COMPANY  INSTITUTE 

Chairman  Markey  and  Members  of  the  Siobcommittee: 

My  name  is  Matthew  P.  Fink.   I  am  President  of  the 
Investment  Company  Institute.'  The  Institute  appreciates  the 
opportunity  to  present  its  views  on  S.  479,  the  "Small  Business 
Incentive  Act  of  1993." 

Small  businesses  play  a  vital  role  in  our  economy.   In  1990, 
half  of  the  civilian,  nonagricultural  employees  of  this  country 
--  some  57  million  people  --  worked  for  firms  with  fewer  than  500 
employees.   Between  1988  and  1990,  firms  with  fewer  than  20 
employees  created  more  than  four  million  new  jobs.^  Because  of 
their  role  in  creating  jobs  and  sustaining  U.S.  growth  and 
competitiveness,  the  Institute  supports  efforts  to  enhance  the 
access  of  small  businesses  to  the  United  States  capital  markets. 

United  States  investment  companies  today  provide  an 
important  source  of  capital  for  promising  smaller  businesses.   As 
of  December  1993  there  were  about  106  small  company  growth  mutual 
funds,  with  aggregate  assets  of  over  $31.3  billion  (up  from  57 
funds  with  aggregate  assets  of  over  $19  billion  in  December 
1992)  .   The  ability  of  investment  companies  to  provide  this 


'     The  Investment  Compeuiy  Institute  is  the  national  association  of 
the  Americcin  investment  company  industry.   Its  membership  includes  4,807  open- 
end  investment  companies  ("mutual  funds") ,  442  closed-end  investment  companies 
and  13  sponsors  of  unit  investment  trusts.   Its  mutual  fund  members  have 
assets  of  about  $2,107  trillion,  accounting  for  approximately  95%  of  total 
industry  assets,  and  have  over  38  million  individual  shareholders. 

^      See  Small  Business  Incentive  Act  of  1993,  Senate  Rep.  No.  166, 
103d  Cong.,  1st  Sess . ,  at  5. 
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capital  is  in  large  part  due  to  the  strong  investor  protections 
provided  by  the  federal  securities  laws  and  the  public  confidence 
that  they  have  engendered. 

For  these  reasons,  while  strongly  supporting  the  goal  of 
enhancing  capital  access  by  small  business,  the  Institute  also 
believes  this  goal  must  be  pursued  in  a  manner  that  assures  the 
continued  protection  of  investors.   The  purpose  of  S.  479  is  to 
encourage  the  channeling  of  additional  capital  to  smaller 
businesses.   S.  479  would  attempt  to  accomplish  this  objective  by 
exempting  certain  financing  vehicles  from  many,  and  in  some  cases 
all,  of  the  provisions  of  the  Investment  Company  Act,  thereby 
eliminating  the  costs  and  regulatory  requirements  that  the 
Investment  Company  Act  otherwise  would  impose.   The  Institute  has 
serious  concerns,  however,  that  in  granting  this  regulatory 
relief,  S.  479  would  expose  investors  to  potential  abuse, 
undermine  the  public's  confidence  in  small  business  financing, 
and  ultimately  impede  the  ability  of  the  securities  markets  to 
channel  capital  to  small  business. 

I .    Backqroxind;  The  Inveslrment  Company  Act  of  1940 

The  federal  securities  laws  recognize  that  conflicts  of 
interest  may  arise  whenever  a  manager  or  sponsor  is  entrusted 
with  discretion  over  assets  in  a  pooled  investment  mediiom  offered 
to  the  public.   For  this  reason,  the  Investment  Company  Act  of 
1940  and  the  other  federal  securities  laws  strictly  regulate 
almost  every  aspect  of  an  investment  company's  operations,  in 
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order  to: 


protect  the  physical  integrity  of  the  investment 
company's  assets; 

prohibit  or  severely  restrict  self -dealing ; 

ensure  that  investors  receive  adequate,  accurate  and 
timely  information  about  the  investment  company; 

prohibit  unfair  and  unsound  capital  structures;  and 

ensure  the  fair  valuation  of  investor  purchases  and 
redemptions. 

The  dramatic  growth  of  the  investment  company  industry  is, 
in  our  judgment,  largely  due  to  this  highly  effective  scheme  of 
federal  regulation.^  The  strict  discipline  imposed  by  the 
federal  securities  laws  has  enhanced  the  investing  public's 
confidence  in  the  integrity  of  investment  company  management.'* 


Conversely,  because  of  the  potential  for  abuse  inherent  in  a 
pooled  vehicle,  and  the  proven  effectiveness  of  the  existing 
regulatory  scheme,  any  proposal  to  compromise  the  investor 
protections  set  forth  in  the  Investment  Company  Act  must  be 
approached  with  caution.   Experience  teaches  that  such  compromise 
is  fraught  with  peril,  and  can  present  fertile  ground  for  abuse. 
For  example,  in  1980  Congress  authorized  the  estcLblishment  of 


Similarly,  in  its  May  1992  report  on  investment  company 
regulation,  the  SEC s  Division  of  Investment  Management  stated:   "Our 
recommendations  leave  unchanged  the  fundamental  principles  underlying  the 
Investment  Company  Act.   Their  soundness  is  demonstrated  by  the  successful  and 
safe  operation  of  investment  coit^anies.   Indeed,  those  principles  are 
partially  responsible  for  the  remarkable  success  of  the  industry."   Division 
of  Investment  Management,  Securities  and  Exchange  Commission,  Protecting 
Investors:   A  Half  Century  of  Investment  Company  Recailation,  at  xxii  (May 
1992)  . 

*      For  example,  since  1940  the  mutual  fund  industry  has  grown  from 
689  funds  to  over  4500  funds,  aind  from  assets  of  $448  million  to  over  $2.1 
trillion. 
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"business  development  coit^anies"  ("BDCs"),  which  are  pooled 
vehicles  that  receive  more  liberal  treatment  under  the  Investment 
Company  Act  than  traditional  investment  companies  receive.   As 
SEC  Commissioner  Roberts  has  noted,  "In  1992,  there  were  only 
about  49  active  BDCs"  yet  "about  seven  BDCs  have  been,  or  are 
expected  to  be  in  the  near  future,  the  subject  of  a  Commission 
enforcement  action.   This  is  an  extraordinary  amount  of 
enforcement  activity  for  such  a  small  universe."'  Members  of 
Congress  and  other  public  officials  have  expressed  similar 
concerns  about  the  dangers  presented  by  unregulated  "hedge 
funds.  "' 

It  is  against  this  background  that  we  urge  the  Subcommittee 
to  consider  our  comments  on  specific  provisions  of  the  proposed 
legislation,  as  well  as  on  a  separate  proposal  concerning  so- 
called  "managerial  strategic  investment  companies"  {"MSICs")  that 
the  Subcommittee  may  consider  in  the  future. 

II.   Specific  Concerns  About  S.  479 

A.    The  "Qualified  Purchaser"  Exception 

Section  3  of  S.  479  would  add  a  new  Section  3(c) (7)  to  the 


Remarks  of  Richard  Y.  Roberts,  Commissioner,  U.S.  Securities  and 
Exchange  Commission,  Before  the  Regional  Investment  Brokers'  52nd  Investment 
Banking  Conference,  at  6  (March  16,  1993)  .   To  date,  the  Commission  has 
brought  enforcement  actions  involving  at  least  two  BDCs.   See  SEC  Release  No. 
34-33999  (May  3,  1994);  SEC  Release  No.  34-33165  (November  8,  1993). 

See,  e.g..  Letter  from  Chairman  Edward  J.  Markey  and  Chairman  John 
D.  Dingell  to  the  Honorable  Arthur  Levitt,  Jr.  (March  10,  1994)  (urging 
"prcHnpt  adoption  of  a  strong  large  trader  reporting  rule  that  will  allow  the 
Commission  to  better  monitor  the  impact  of  trading  by  [hedge]  funds") . 
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Investment  Company  Act,  which  would  except  from  the  definition  of 
"investment  company"  any  investment  pool  the  securities  of  which 
are  held  exclusively  by  "qualified  purchasers, "  as  defined  in 
Section  4  of  the  bill.   These  securities  pools  would  be  subject 
tc  none  of  the  core  investor  protection  provisions  of  the 
Investment  Company  Act.   Although  the  stated  purpose  of  the 
legislation  is  to  help  small  business,  the  bill  itself  imposes  no 
restrictions  or  requirements  on  the  content  of  these  pools' 
portfolios.   These  unregulated  pools  thus  would  not  be  required 
to  invest  all  or  even  any  of  their  assets  in  securities  issued  by 
small  businesses.   One  way  for  Congress  to  ensure  that  these 
pools  provide  capital  to  small  businesses  would  be  to  restrict 
their  portfolio  holdings  to  securities  of  smaller  business 
enterprises  and  other  appropriate  investments. 

At  a  minimum.  Congress  stiould  strictly  limit  the  eligible 
purchasers  of  securities  issued  by  these  unregulated  pools  to 
sophisticated  investors  who  are  clearly  capable  of  safeguarding 
their  own  interests.   The  Institute  supports  the  bill's 
requirement  that,  in  order  to  be  a  "qualified  purchaser, "  a 
natural  person  own  and  invest  on  a  discretionary  basis  at  least 
$10  million  in  securities  of  issuers  that  are  not  affiliated  with 
that  person.'' 


The  Institute  also  supports  the  bill's  requirement  that  in  order 
to  be  a  "qualified  purchaser, "  am  institution  must  own  and  invest  on  a 
discretionary  basis  at  least  $100  million  in  securities  of  issuers  that  are 
not  affiliated  with  that  person.   The  Institute  had  previously  recommended 
this  standard,  which  is  based  on  the  definition  of  "qualified  institutional 
buyer"  in  Rule  144A  under  the  Securities  Act  of  1933. 
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While  the  bill  establishes  this  minimum  standard,  it  also 
authorizes  the  SEC  to  designate  other  persons  not  meeting  these 
criteria  as  "q\ialified  purchasers."   The  SEC  thus  could  allow  the 
offering  of  unregulated  pools  of  securities  to  large  numbers  of 
individual  investors  who  may  be  substantially  less  capable  of 
fending  for  themselves.   In  our  view,  this  result  would  be  wholly 
inappropriate . 

In  view  of  the  importance  of  this  issue  and  its  implications 
for  the  continued  integrity  of  a  notably  successful  statutory 
scheme.  Congress  alone  should  determine  the  scope  of  the  proposed 
exception  by  defining  "qualified  purchaser"  in  the  statute.   Any 
standard  serving  as  the  basis  for  a  complete  exemption  from  the 
investor  protection  provisions  of  the  Investment  Company  Act 
should  be  established  by  Congress  and  not  delegated  to  agency 
discretion.   While  the  Institute  supports  the  minimum  standards 
included  in  the  bill,  we  urge  that  Congress  not  grant  the  SEC 
this  rulemaking  authority. 

Finally,  we  recommend  that  Congress  clarify  that  financial 
institutions  may  not  aggregate  the  individual  accounts  of  small 
investors  for  purposes  of  satisfying  the  "qualified  purchaser" 
standard,  as  this  clearly  would  be  contrary  to  the  intent  of 
proposed  Section  3{c) (7) . 

B.    Business  Development  Companies 

In  1980,  Congress  enacted  the  "Small  Business  Investment 
Incentive  Act  of  1980,"  which  amended  the  Investment  Company  Act 
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to  authorize  the  creation  of  BDCs.   BDCs  are  not  designed  to  be 
passive  investment  pools  like  traditional  mutual  funds  and  other 
investment  companies,  but  rather  are  intended  to  assist  in  the 
financing  of  small  business  by  directly  providing  capital  and 
managerial  assistance.   As  the  Report  of  the  House  Committee  on 
Interstate  and  Foreign  Commerce  on  H.R.  7554  (which  ultimately 
was  adopted  as  the  "Small  Business  Investment  Incentive  Act  of 
1980")  stated: 


One  of  the  key  characteristics  which  distinguishes 
business  development  companies  from  other  entities  that 
are  subject  to  the  [Investment  Company]  Act  is  the 
significant  managerial  assistance  which  business 
development  companies  make  available  to  their  portfolio 
companies.   The  Committee  understands  that  business 
development  companies  are  not  operated  for  the  purpose 
of  making  passive  investments  in  securities,  but  rather 
seek  to  provide  significant  guidance  and  counsel  in  the 
management  and  operations  of  the  companies  to  which 
they  furnish  capital,  and  to  work  closely  with  each 
portfolio  company  in  establishing  the  portfolio 
company's  business  objectives,  policies  and  corporate 
strategy.' 


In  discussing  the  restrictions  imposed  on  BDCs  under  the 
provisions  adopted  in  1980,  the  Report  further  states  that  the 
restrictions  "are  designed  to  assure  that  companies  electing 
special  treatment  as  business  development  companies  are  in  fact 
those  that  the  Bill  is  intended  to  aid  --  companies  providing 
capital  and  assistance  to  small  developing  or  financially 
troubled  businesses  that  are  seeking  to  expand,  not  passive 


Small  Business  Investment  Incentive  Act  of  1980,  H.  Rep.  No.  1341, 
96th  Cong.,  2d  Sess.,  at  32  {emphasis  added) . 
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investors  in  large,  well-established  businesses."' 

While  certain  adjustments  to  the  BDC  provisions  of  the 
Investment  Con^jany  Act  may  be  appropriate,  we  are  concerned  that 
two  proposed  changes  would  convert  BDCs  into  passive  investment 
vehicles  similar  to  traditional  investment  companies  -  -  the 
result  Congress  expressly  sought  to  avoid  when  it  passed  the  1980 
legislation.'** 

1.   Purchases  in  the  Secondary  Market 

First,  Section  10  of  S.  479  would  amend  Section  55  of 
the  Investment  Company  Act  to  permit  BDCs  to  purchase  the 
securities  of  eligible  portfolio  companies  from  persons  other 
than  the  issuer  or  its  affiliated  persons.   By  allowing  BDCs  to 
purchase  securities  in  the  secondary  market,  the  bill  would 
transform  BDCs  into  passive  investment  pools  --  in  effect,  "small 
cap"  investment  con^anies  --  that  are  exempt  from  many  of  the 
investor  protection  provisions  of  the  Investment  Con^any  Act. 
This  weakening  of  investor  protection  could  have  an  additional 
perverse  effect,  by  allowing  BDCs  to  provide  capital  not  to  the 


Id.  at  23. 

10 


SEC  Cooanissioner  Rcsberts  recently  expressed  cspposition  to  the  BDC 
amendments  contained  in  S.  4  79,  particularly  given  the  SEC s  enforcement 
interest  in  BDCs.   Ccanmissioner  Roberts  stated: 

It  strikes  me  as  ludicrous  to  support  an  e:q)ansion  of  the  ability 
of  BDCs  to  operate  in  the  face  of  such  extensive  enforcement 
experience.   The  notion  that  the  legislative  expansion  of  BDCs 
would  be  anything  other  than  destructive  to  the  small  con^sany 
capital  formation  system  belittles  the  Commission's  enforcement 
efforts  in  the  BDC  area  and  is  sheer  folly. 

Remarks  of  Richard  Y.  Roberts,  Coosnissioner,  U.S.  Securities  cuid  Exchange 
CcMtnission,  Before  the  Regional  Investment  Brokers'  52nd  Investment  Banking 
Conference,  at  6  (March  16,  1993) . 
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small  business  issuer,  but  to  dealers  in  the  secondary  market. 

The  current  exemptions  that  BDCs  enjoy  from  various 
provisions  of  the  Investment  Company  Act  {e.g.,  those  concerning 
pricing,  capital  structure,  and  affiliated  transactions,  as  well 
as  certain  specific  prospectus  disclosure  requirements)  cannot  be 
justified  from  an  investor  protection  standpoint  unless  the  BDC 
performs  its  designated  role  of  providing  capital  and  management 
assistance  to  smaller  companies.   The  Institute  notes  that  other 
efforts  under  way  to  increase  liquidity  in  the  small  business 
securities  market  do  not  raise  the  same  investor  protection 
concerns.   These  efforts  include  S.  384,  the  "Small  Business  Loan 
Securitization  and  Secondary  Market  Enhancement  Act,"  which  was 
introduced  by  Senator  D'Amato  with  bipartisan  Senate  support,  to 
increase  the  availability  of  credit  to  small  businesses.   The 
Institute  supports  S.  384. 

2 .   Managerial  Assistance 

Second,  Section  9  of  S.  479  would  relax  the  current 
requirement  under  Section  2(a) (48)  of  the  Investment  Company  Act 
that  BDCs  make  available  to  any  eligible  portfolio  company 
significant  managerial  assistance.   If  BDCs  were  exempt  from  this 
requirement,  they  would  more  closely  resemble  traditional 
investment  companies  than  venture  capital  funds.   As  the 
legislative  history  of  the  BDC  provisions  of  the  Investment 
Company  Act  cited  above  makes  clear,  the  justification  for 
exempting  them  from  many  of  the  Investment  Company  Act's  investor 
protection  provisions  would  disappear. 
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III.    The  MSIC   Proposal 

At   some   future   time,    the   Subcommittee  may   consider  a 
proposal   to  authorize  so-called   "managerial   strategic   investment 
companies."      A  MSIC  would  resemble  a   closed-end   investment 
company   that   owns   a   large  portion  of    the  outstanding  voting 
securities  of   its  portfolio  companies,    offers  managerial 
assistance   to  those   companies,    and  is   relieved  of   the  need  to 
register  with  the  SEC  or  to  comply  with  many  other  important 
requirements  of  the  Investment   Company  Act." 

From  the  perspective   of   the   investing  public,    a  MSIC  would 
be  designed  to  appear  and  function  as  a  traditional,    closed- end 
investment   company.      In   fact,    however,    a  MSIC  would  be   broadly 
exempt    from  regulation  under   the   Investment   Company  Act . 
Moreover,    while  proponents   of    the  MSIC  assert   that   it   would 
direct    capital   and  managerial   assistance   to  underperf orming  U.S. 
companies,    there   is   no  question   that   investments   in  companies   of 
this   type   can  and  do   entail   substantial   risks   of   loss. 

For  these   reasons,    the  proposed  MISC  should  not  be   read  out 
of   the   investor  protection  provisions   applicable   to  closed-end 
investment   companies   under   the   Investment   Corr^iany  Act.      Were 


For  example,    we   understand   that   MSICs   could  be   exeirpt    from  Section 
17,    which  severely  restricts  the  ability  of   investment  advisers,    directors, 
officers,    and  other  affiliates   to  engage   in   transactions   with   the    investment 
company.      As  the  SEC s  Division  of   Investment  Management   recently  stated,    "the 
Investment  Company  Act's  provisions   concerning  ctffiliated  tremsactions  are  at 
its  heart  and  continue   to  serve  as  a  fundcimental  protection."      Protecting 
Investors:      A  Half   Century  of   Investment   Compcinv  Regulation,    at    483     (May 
1992)  . 
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Congress  to  do  so  and  if  MSIC  failures  occurred,  as  inevitably 
they  would,  the  very  absence  of  securities  law  protections  would 
undermine  investor  confidence  and  frustrate  the  essential  purpose 
of  the  MSIC  proposal  by  discouraging  the  commitment  of  capital  to 
underperf orming  companies.   For  the  foregoing  reasons,  the 
Institute  strongly  opposes  the  MSIC  proposal . 

IV.   Conclusion 

The  Institute  clearly  endorses  the  basic  objective  of 
S.  479.   We  would  urge,  however,  that  Congress  modify  certain  of 
the  bill's  provisions  in  order  to  preserve  essential  investor 
protections  provided  under  the  Investment  Company  Act. 
Specifically,  Congress  should  amend  Section  4  of  S .  479  to  remove 
the  SEC's  rulemaking  authority  to  define  "qualified  purchaser" 
and  should  consider  restricting  the  portfolio  holdings  of  the 
investment  pools  to  securities  of  small  business  enterprises  and 
other  appropriate  investments.   Congress  also  should  amend 
Sections  9  and  10  of  S.  479  to  address  the  important  investor 
protection  concerns  that  arise  from  the  BDC  proposals  concerning 
secondary  market  purchases  and  managerial  assistance  to  portfolio 
companies.   Finally,  the  Institute  urges  that  the  Subcommittee 
not  act  favorably  on  the  MSIC  proposal,  at  least  in  its  current 
form. 


11 
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Mr.  Markey.  Our  next  witness  is  Professor  Reinier  Kraakman, 
who  is  a  professor  at  Harvard  Law  School.  His  research  focuses  on 
business  law,  cooperate  governance  and  cooperate  takeovers.  He  is 
widely  published  and  an  expert  on  the  subject  of  MSIC's. 

We  look  forward  to  your  testimony. 

STATEMENT  OF  REINIER  KRAAKMAN 

Mr.  Kraakman.  Chairman  Markey  and  members  of  the  commit- 
tee, as  a  student  of  corporate  governance,  I  would  like  to  thank  you 
for  the  opportunity  to  testify  in  support  of  the  proposed  amend- 
ments to  the  Investment  Company  Act  which  are  intended  to  facili- 
tate the  operation  of  managerial  strategic  investment  companies,  or 
MSIC's. 

The  MSIC  is  a  modest  invasion  in  both  investment  forms  and 
corporate  governance.  It  is  a  closed-end  investment  company  that 
pursues  a  core  strategy  of  making  large  and  active  investments  in 
a  small  portfolio  of  public  companies. 

The  MSIC  can  best  be  understood  as  a  bridge  between  the  public 
market  and  relational  investing.  Like  other  closed-end  investment 
companies,  MSIC's  would  raise  most  of  their  capital  in  the  public 
markets.  But  unlike  conventional  closed-end  funds,  MSIC's  would 
become  relational  investors  in  a  handful  of  public  companies  by  ac- 
quiring large  equity  stakes,  supplying  management  expertise  and 
even  supplying  outside  directors. 

MSIC's  would  earn  their  returns  the  hard  way,  by  selecting 
underperforming  and  undervalued  public  companies  and  working 
patiently  with  their  managements  to  secure  long-term  increases  in 
value.  As  befits  this  cooperative  approach,  MSIC's  would  be  limited 
to  holding  minority  stakes  in  companies  and  to  investing  only  on 
friendly  terms.  Thus,  MSIC's  could  not  serve  as  takeover  vehicles; 
in  fact,  they  might  very  well  avert  takeovers  by  providing  an  alter- 
native means  for  rescuing  underperforming  companies. 

The  biggest  winners  from  the  MSIC  strategy,  apart  from  inves- 
tors in  MSIC's  themselves,  would  be  shareholders  in  the  small  and 
mid-capitalization  companies  in  which  MSIC's  chose  to  invest. 
MSIC's  would  serve  these  public  investors  as  guardian  sharehold- 
ers with  the  expertise  and  the  voting  clout  to  Took  after  the  inter- 
ests of  all  shareholders. 

Thus  far,  I  have  described  MSIC's  as  innovative,  but  in  many  re- 
spects, they  are  not  especially  novel.  Publicly  traded  MSIC's  have 
an  established  track  record  in  Sweden.  Wealthy  individuals  and 
private  investment  companies  have  long  pursued  the  MSIC  strat- 
egy of  active  relational  investing  in  the  United  States,  and  we  have 
of  course  the  example  of  the  business  development  companies. 

The  chief  respect  in  which  MSIC's  are  novel  is  that  we  haven't 
tried  them  yet,  and  that  is  because  the  1940  Act  effectively  bars 
them.  The  proposed  amendments  are  an  attempt  to  lift  this  de 
facto  restriction,  and  I  think  three  sets  of  proposed  exemptions  in 
the  amendments  really  go  to  the  heart  of  the  matter. 

First,  the  amendments  would  exempt  MSIC's  from  the  1940  Act's 
restrictive  provisions  governing  capital  structure  and  new  equity  fi- 
nancing. These  provisions  greatly  limit  the  ability  of  closed-end  in- 
vestment companies  to  raise  capital  by  issuing  debt  securities  of 
preferred  stock.  In  addition,  they  bar  closed-end  companies  from  is- 
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suing  new  equity  at  a  price  below  net  asset  value,  which,  since 
MSIC's  as  closed-end  funds  that  often  will  trade  at  discounts  would 
effectively  prohibit  all  stock  issues  by  MSIC's  after  an  initial  public 
offering.  Without  relief  from  these  provisions,  MSIC's  would  be 
greatly  hampered  in  raising  capital  or  to  aid  their  portfolio  compa- 
nies or  in  making  new  strategic  investments. 

Second,  the  proposed  amendments  would  exempt  MSIC's  from 
tight  restrictions  that  the  1940  Act  imposes  on  the  compensation 
of  investment  fund  personnel.  The  1940  Act  presently  bars  per- 
formance-based compensation  devices  such  as  long-term  warrants 
and  stock  options  or  stock  issues  in  exchange  for  services  or  prices 
below  current  net  asset  value.  But  MSIC's  add  value  to  portfolio 
companies  precisely  through  the  hard  work  and  management  skill 
of  officers,  directors  and  employees,  so  without  high  powered  per- 
formance compensation  MSIC's  would  be  unable  to  recruit  and  mo- 
tivate the  talented  managers  that  they  need  to  succeed. 

Third,  the  proposed  amendments  would  remove  MSIC's  from  the 
reach  of  the  1940  Act's  notoriously  ambiguous  conflict-of-interest 
rules;  that  is  section  17,  and  subject  them  to  regulation  under  the 
more  flexible  provisions  that  the  Act  presently  applies  to  business 
development  companies;  that  is  section  57. 

Although  just  how  far  the  general  conflict-of-interest  provisions 
under  section  17  would  interfere  with  the  MSIC's  capacity  to  man- 
age and  assist  its  portfolio  companies  is  unclear.  There  is  enormous 
legal  risk  here. 

In  my  view,  these  are  the  core  of  the  proposed  amendments  and 
these  three  sets  of  exemptions.  I  didn't  draft  the  amendment  my- 
self and  I  am  not  certainly  wedded  to  their  language,  but  I  agree 
with  their  thrust,  namely  that  entrepreneurs  will  not  seriously  con- 
sider the  MSIC  reform  without  relief  from  these  provisions  of  the 
1940  Act  and  that  would  be  a  shame. 

In  my  opinion,  the  MSIC  offers  the  possibility  of  improved  cor- 
porate governance  at  comparatively  little  cost  apart  from  the  risk 
that  some  MSIC's  might  fail,  as  any  other  risky  investments  might 
fail. 

I  have  attached  an  article  that  I  wrote  with  my  coauthor  Profes- 
sor Ronald  Gilson  that  further  explores  the  governance  of  the 
MSIC  form. 

Let  me  also  say  that  I  agree  with  much  of  what  Commissioner 
Beese  said  in  his  statement.  In  some  respects,  the  exemptions  that 
you  have  before  you  are  broader  than  is  necessary  for  the  MSIC 
concept,  and  it  is  also  the  case  that  additional  investor  protections 
could  be  built  in  without  any  injury  to  the  MSIC  consent;  for  exam- 
ple, a  one-share/one  vote  rule;  for  example,  a  requirement  that  a 
majority  of  the  board  of  directors  of  one  of  these  companies  would 
be  independent  directors,  outside  directors. 

This  is  the  sort  of  investment  protection,  process  protection,  that 
could  be  built  in  with  no  harm  whatsoever  to  the  concept. 

Thank  you. 

Mr.  Markey.  Thank  you  very  much. 

[The  article  referred  to  has  been  retained  in  subcommittee  files.] 

Mr.  Markey.  Our  next  witness,  Mr.  Jan  Stenbeck,  is  the  chair- 
man of  the  board  of  two  major  Swedish  firms  and  one  of  the  most 
successful  business  executives  in  Sweden.  He  has  spent  a  consider- 
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able  amount  of  time  in  the  United  States,  first  earning  an  MBA  at 
Harvard,  and  then  spending  6  years  working  at  Morgan-Stanley. 

We  welcome  you  to  the  subcommittee,  sir.  Whenever  you  are 
ready,  please  begin. 

STATEMENT  OF  JAN  HUGO  STENBECK 

Mr.  Stenbeck.  Thank  you,  Mr.  Chairman  and  members  of  the 
committee. 

Thank  you  for  giving  me  this  opportunity  to  speak  to  you  today 
from  my  experience  with  operating  companies  like  MSIC's.  While 
maintaining  my  Swedish  business  interests,  I  have  also  tried  to  es- 
tablish companies  in  America.  Two  stand  out  for  these  purposes. 
One  is  called  Miltope  Group,  Inc.,  which  is  now  the  Nation's  largest 
manufacturer  of  military  and  commercial  recognized  computers, 
work  stations  and  peripherals. 

Another  one  is  Millicom,  an  international  communications  com- 
pany which  operates  cellular  telephone  networks  in  emerging  mar- 
ket countries. 

In  the  context  of  building  that  company,  I  came  in  contact  with 
the  1940's  Act  because  as  a  new  company  we  were  very  early  on 
operating  with  a  lot  of  joint  ventures  with  large  companies  which, 
especially  abroad,  was  also  necessary  to  get  the  licenses  to  operate 
telephony  companies.  And  we  had  to  run  the  business  with  an  eye 
towards  avoiding  becoming  inadvertently  an  investment  company 
which  we  had  no  business  to  position  us  for. 

And  I  then  learned  when  I  became  familiar  with  the  Act  that  a 
company  like  mine  which  is  successful  could  not  operate  here  be- 
cause of  a  restrictive  provisions  of  the  1940's  Act.  And  when  I  read 
in  the  New  York  Times  that  the  SEC  was  soliciting  comments  on 
the  1940's  Act,  I  was  inspired  to  look  into  ways  that  the  MSIC 
could  operate  in  the  United  States. 

I  speak  to  you  today  as  a  practical  businessman,  the  chairman 
of  Kinnevik  AB,  an  MSIC-like  public  investment  company  in  Swe- 
den. Kinnevik's  purpose  is  to  create  profits  for  shareholders  taking 
long-term  strategic  stakes  in  public  companies  and  enhancing  their 
value  through  the  use  of  professional  managers.  And  our  net  return 
to  our  shareholders  is  21.2  percent  compared  with  the  Swedish 
stock  market  of  15  percent  and  the  consumer  price  index  of  5.9  per- 
cent. 

We  are  not  a  trading  company.  We  pick,  nurture  and  manage 
strategic  equity  investments  with  20  to  40  percent  ownership  in 
various  companies.  Indeed  our  first  purchase  of  shares  in  Korsnas, 
a  paper  and  pulp  company,  occurred  in  1936,  and  we  count  it 
among  our  strategic  assets.  These  investments  have  changed  from 
heavy  manufacturing,  forest  products  and  iron  and  steel  to  newer 
ones  in  cellular  telephony  and  other  information  distribution  busi- 
nesses. Since  1984,  these  activities  have  resulted  in  the  creation  of 
six  companies  with  a  present  market  value  of  over  $12  billion. 

Kinnevik's  public  stockholders  have  the  advantage  of  being  able 
to  focus  on  the  value  of  the  underlying  assets  of  our  portfolio  com- 
panies rather  than  on  their  consolidated  financial  results.  By  doing 
so,  it  has  allowed  us  as  management  to  be  able  to  concentrate  on 
long-term  corporate  goals  and  not  be  driven  by  quarterly  reports. 


As  you  can  see  from  the  statistics  cited,  our  financial  success  dem- 
onstrates the  potential  impact  of  such  advantages. 

While  Kinnevik  is  a  significant  MSIC  player  on  the  Swedish 
scene,  it  is  not  alone  in  Sweden  or  in  Europe.  There  are  many  suc- 
cessful MSIC  companies  operating  in  those  areas.  The  share  hold- 
ings of  Swedish  MSIC's  is  equivalent  to  10  percent  of  the  total  list- 
ed shares  on  the  Stockholm  Stock  Exchange  in  1992.  Swedish 
MSIC's  would  not  play  such  a  large  role  if  they  were  not  operating 
successfully. 

The  benefits  can  be  replicated  here  in  the  United  States.  I  say 
that  because  Swedish  capital  markets  have  much  in  common  with 
the  American  markets.  Unlike  Germany  and  Japan,  in  both  Swe- 
den and  the  United  States  banks  and  insurance  companies  and 
pension  funds  are  precluded  from  holding  significant  stakes  in  pub- 
lic companies.  It  is  in  this  capital  market  environment  that  the 
Swedish  MSIC's  have  flourished  to  the  extent  of  being  the  second 
largest  institutional  holders  of  equity.  I  can  think  of  no  reason  why 
MSIC's,  if  they  are  permitted  to  operate  in  the  United  States, 
would  not  perform  equally  well  in  the  American  markets,  and  that 
fact  is  borne  out  by  the  fact  that  there  are  a  number  of  partner- 
ships operating  successfully  in  an  MSIC-like  role  in  the  United 
States  with  only  the  1940's  Act  precluding  them  from  becoming 
permanent  incorporators  and  offering  their  shares  to  the  public  and 
the  public  markets. 

Also,  a  large  number  of  financially  astute  operating  companies, 
like  General  Electric  or  ITT,  are  operating  like  MSIC's  but  they  are 
precluded  from  offering  stakes  in  the  underlying  companies  be- 
cause of  the  1940's  Act. 

During  the  past  several  years,  Leonard  Schneidman  and  Dennis 
Kanin  of  Foley,  Hoag,  on  my  behalf  have  prepared  various  mate- 
rials describea  in  the  MSIC  concept,  including  draft  statutory  lan- 
guage, which  I  have  attached  for  your  convenience.  In  addition,  the 
MSIC  concept  has  received  some  support  in  the  financial  press,  as 
indicated  by  the  attached  Boston  Globe  editorial  by  David  Warsh. 

The  objections  to  MSIC's  I  think  can  be  fairly  well  expected.  One 
is  the  prospect  of  a  return  to  the  old  abuses.  But  I  want  to  say  that 
none  of  these  abuses  are  exclusive  to  the  investment  companies. 

And  can  be  just  as  well  at  risk  in  normal  industrial  companies 
or  if  those  cases  are  dealt  with  in  other  manners.  Another  objection 
is  that  MSIC  will  have  a  higher  risk  than  a  normal  investment 
company  and  that  is  true,  and  I  think  it  should  be  dealt  with  in 
disclosure.  That  is  the  case  that  the  risk  is  more  akin  to  one  in  an 
industrial  company  than  in  an  investment  company. 

Another  objection  would  be  that  it  rolls  back  regulation.  And  that 
is  also  true,  but  limited  only  to  the  extent  in  which  existing  invest- 
ment companies  would  elect  to  become  MSIC's  and  seek  the  benefit 
of  these  exemptions,  which  I  also  think  would  be  to  a  very  limited 
degree.  In  fact,  I  think  investor  protection  will  increase  as  a  num- 
ber of  private  partnerships  managing  large  amounts  of  money  in 
MSIC-like  functions  today  will  seek  to  incorporate  and  come  in 
under  the  regulation  of  the  Investment  Company  Act. 

And,  in  fact,  the  investor  protection  would  increase.  It  would  also 
make  it  a  lot  easier  for  large  American  companies  to  operate  joint 
ventures  abroad,  and  several  shares  of  their  own  underlying  com- 
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panies,  which  they  could  today  be  precluded  by  the  Investment 
Company  Act,  and  thereby  increasing  competitiveness  of  American 
companies. 

Thank  you  very  much. 

Mr.  Markey.  Thank  you,  sir,  very  much. 

[Certain  attachments  referred  to  have  been  retained  in  sub- 
committee files.] 

Mr.  Markey.  And  our  final  witness  is  both  my  friend  and  a 
former  candidate  for  President  of  the  United  States  in  the  1992 
Democratic  primaries.  He  ran  one  of  the  most  widely  respected 
presidential  campaigns  in  modem  times. 

He  was  the  Senator  from  Massachusetts  and  a  Member  of  the 
House  of  Representatives,  and  his  economic  call  to  arms  in  the 
1992  election  is  still  reverberating  throughout  the  political  fabric  of 
the  country. 

We  welcome  you,  Paul. 

STATEMENT  OF  HON.  PAUL  E.  TSONGAS 

Mr.  TsONGAS.  I  have  had  experience  with  those.  Not  as  much  as 
I  thought,  apparently. 

I  have  prepared  testimony,  and  if  that  could  be  introduced  into 
the  record.  I  would  just  say,  Mr.  Chairman,  I  am  not  a  presidential 
candidate,  which  my  deep  tan  attests  to,  as  opposed  to  the  rest  of 
you  who  have  to  work  for  a  living.  I  know  less  about  securities  law 
than  anybody  in  this  room.  And  I  acknowledge  that. 

But  one  thing  I  do  know  something  about  is  what  it  means  to 
be  a  director  of  a  company.  I  have  been  director  of  8  companies 
over  10  years.  My  guess  is  probably  I  have  been  to  a  thousand 
board  meetings.  So  I  have  learned  a  lot  about  what  it  is  like  to 
have  good  management.  George  Hatsopoulos  would  be  an  example 
of  that — staggered  management — Boston  Edison  in  its  early  days 
would  be  a  good  example  of  that. 

I  know  something  about  captive  directors.  They  know  things  are 
not  going  right  but  don't  know  what  to  do  about  it  or  are  unable 
to  get  things  going  to  do  something  about  it.  I  have  seen  shocks, 
investor  shocks,  and  takeover  orders  that  turn  a  company  into  a 
sharp  downturn  and  the  price  of  the  stock  today  as  opposed  to 
what  is  good  for  the  company  long  term.  And  the  net  of  all  of  this 
is  that  we  do  not  have  the  optimal  governing  system  in  this  coun- 
try. 

And  the  other  thing  I  have  learned  is  that  competing  in  inter- 
national trade  markets  is  very  Darwinian.  It  is  very  tough.  And  to 
the  extent  you  don't  have  the  best  possible  system  you  are  going 
to  be  less  competitive.  And  that  is  just  a  fact  of  life. 

Now,  the  reason  I  asked  to  go  last  here  is  very  simple.  I  read  the 
testimony  last  night  of  various  witnesses,  and  I  don't — maybe  my 
instincts  have  deteriorated  over  the  years — ^but  I  don't  hear  there 
is  a  great  difference  here.  I  think  everyone  recognizes  that  rela- 
tionzu  investing  is  a  good  idea.  You  named  the  example,  in  Sweden 
it  works.  And  it  works  because  it  provides  expertise  to  basically 
middle-sized  companies,  many  of  whom  are  over  their  head  and 
just  don't  have  the  capability  and  the  talent  inside  to  do  the  job. 

Second,  the  argument  for  a  long-term  perspective  speaks  for  it- 
self. I  suggested  during  the  campaign  that  the  SEC  go  from  quality 
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reporting  to  6-month  reporting  so  that  you  elongate  the  mind-set 
of  management  and  directors.  I  know  how  they  think,  and  all  they 
think  about  is  between  now  and  3  months  from  now,  and  that  is 
the  mind-set.  And  that  mind-set  is  not  going  to  compete  long  term 
with  the  Japanese,  the  Germans  or  anybody  else. 

And  the  final  point  I  would  make  is  that  the  Swedish  experience 
tells  us  something.  All  the  concerns  that  have  been  raised  have  not, 
apparently,  been  a  concern  in  Sweden.  So  the  question  here  is,  is 
it  possible  to  add  a  new  weapon  to  make  the  United  States  more 
competitive  and  yet  still  respond  to  the  issue  of  investors  being  pro- 
tected by  the  SEC? 

Is  seems  to  me  there  is  enough  talent  in  this  room  to  figure  that 
out.  The  legislation  which  we  suggested  to  you  is  one  mechanism, 
and  we  would  argue  that  would  be  enacted.  But  in  the  interim,  I 
think  it  would  be  possible  to  direct  the  SEC  to  allow,  if  you  will, 
pick  a  number — let  s  say  10 — MSIC's  to  start  up  operation. 

Now,  were  that  to  happen,  and  I  am  sure  that  the  ground  rules 
for  that  could  be  worked  out,  you  would  have  the  next  year  or  two 
for  a  track  record.  You  would  have  an  experience  base  where  the 
concerns  that  have  been  raised  about  protecting  the  investor  can 
be  addressed.  So  it  is  not  theoretical.  It  has  not  gone  on  in  Sweden, 
and  in  these  days  foreign  travel  is  less  acceptable  for  Members  of 
Congress  than  it  used  to  be  in  my  time.  But  you  could  get  an  expe- 
rience base. 

And  so  if  it  is  not  possible,  given  the  lateness  of  the  congres- 
sional session  and  given  some  concerns  that  have  been  raised,  I 
suspect  that  what  you  have  at  this  table  is  a  general  acceptance 
of  the  validity  of  the  idea  and  the  question  is  balance.  And  so  if 
it  is  not  possible  to  get  legislation  passed  because  there  are  some 
concerns  about  that,  I  don't  see  that  it  would  hurt  anybody  to  set 
up  a  mechanism  where  a  dozen  or  whatever  of  MSIC's  could  be  set 
up,  and  let's  see  how  they  work. 

And  certainly  the  Warren  Buffet  example  gives  us  some  courage 
that  these  things  make  sense,  but  I  will  tell  you  as  an  inside  direc- 
tor, we  need  help.  A  lot  of  these  companies  need  the  kind  of  guid- 
ance and  the  elongating  of  the  corporate  mind-set  if  they  are  going 
to  be  out  there  competing  in  international  trade  markets,  so  I 
would  throw  this  suggestion  up  for  your  consideration. 

Mr.  Markey.  Thank  you. 

[Testimony  resumes  on  p.  215.] 

[The  prepared  statement  and  attachment  of  Mr.  Tsongas  follow:] 
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Statement  of  Paul  E.  Tsongas 

July  26,  1994 

Committee  on  Energy  &  Commerce 

Telecommumcations  &  Finance  Suh-rnmniifti^ 


Thank  you  for  inviting  me  here  today. 

When  I  launched  my  campaign  for  President  three  years  ago,  what  motivated 
me  above  all  else  was  the  desire  to  leave  to  our  children  a  stronger  and  more 
competitive  America.   I  felt  there  were  a  number  of  economic  changes  we  had  to 
make  to  achieve  that  goal.   Reduce  the  deficit.   Rebuild  our  manufacturing  base. 
Increase  our  savings  rate.   Invest  in  strategic  technologies.   And  enable  our  corporate 
managers  to  adopt  long-term  strategic  pei'spectives.   All  of  these  remain  important  — 
and  necessary. 

I  believe  that  the  MSIC  proposal  we  place  before  you  today  will  contribute  to 
the  goal  of  making  America  more  competitive.   What  is  an  MSIC?   An  MSIC  (or 
Managerial  Strategic  Investment  Company)  is  a  public  company  that  would  make 
long-term  minority  equity  investments  in  publicly-traded  businesses  whose 
performance  or  competitiveness  could  be  improved. 
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What  would  be  the  advantages  to  American  business  of  such  an  investment 
vehicle? 

First,  MSICs  would  provide  the  companies  they  invest  in  with  patient  capital. 
The  legislative  proposal  would  require  MSICs  to  maintain  their  strategic  investments 
for  at  least  two  years.   In  practice,  I  would  expect  that  the  holding  period  would  be 
substantially  longer  but  even  two  years  is  a  much  more  long-term  commitment  than 
institutional  investors  are  prepared  to  be  making  today.   Patient  capital  provides 
companies  with  financial  stability  and  enables  them  to  make  long-term  investments  in 
areas  such  as  research  and  development  and  plant  and  equipment  when  company 
managers  are  forced  to  tie  all  decisions  to  quarterly  report  results. 

Second,  MSICs  would  provide  their  strategic  portfolio  companies  with  the 
services  of  sidlled  managers  who  have  had  successfiil  experience  in  boosting  corporate 
performance.   Most  middle-level  companies  —  and  it  is  the  middle-level  company  that 
MSICs  could  help  the  most  —  could  benefit  enormously  from  strategic  business  advice 
and  managerial  know-how  of  those  who  made  their  share  of  mistakes  but  in  the 
process,  learned  to  make  their  companies  more  productive. 
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Third,  MSICs  will  help  bridge  the  gxilf  that  exists  in  American  corporations 
between  managers  and  owners.   MSICs  would  act  as  relational  investors  by  enabling 
stockholders  to  have  more  input  into  the  decision-making  process.   By  working  with 
the  companies  to  which  they  make  a  long  term  financial  commitment,  MSIC  would 
help  create  a  more  constructive  relationship  between  capital  providers  and  capital 
users.   There  are  a  number  of  privately-held  relational  investors.   Probably  the  best- 
known  is  Warren  Buffett.   But  the  MSIC  is  unique  in  this  respect.     Unlike  existing 
relational  investors,  an  MSIC  would  provide  an  opportunity  for  the  general  public  to 
invest  in  long-term  corporate  solutions. 

Finally,  by  helping  U.S.  businesses  adopt  long-term  strategies,  by  providing 
managerial  expertise,  and  by  getting  owners  and  corporate  governors  to  work  for  a 
common  purpose,  MSICs  will  make  them  more  competitive.  That  means  more  jobs 
and  more  capital.   It  makes  winners  of  us  all. 

I  do  not  pretend  that  MSICs  are  a  panacea.  What  they  dfl  represent  is  one  of 
many  steps  we  can  take  to  curing  our  short-term  corporate  myopia.   We  need  to  foster 
a  business  mindset  that  is  welcoming  of  new  ideas,  of  long-term  capital  investments 
and  of  recycling  successful  managerial  experience.  Most  of  all,  we  want  the  best 
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economic  performance  we  can  squeeze  out  of  our  markets.   MSICs  would  help  move 
us  in  that  direction. 

I  recognize  the  concerns  some  have  expressed  about  protecting  investors  and 
about  guarding  against  takeover  abuses.  The  authors  of  this  proposal  share  those 
concerns.   That  is  why  MSICs  can  only  invest  in  companies  that  invite  such 
investment.  That  is  why  MSICs  would  be  subject  to  all  the  disclosure  requirements  of 
the  1933  Securities  Act  and  1934  Securities  Exchange  Act  as  well  as  the  majority  of 
the  provisions  of  the  1940  Investment  Company  Act.   If  there  are  remaining  issues, 
we  are  open  to  making  whatever  changes  will  give  members  of  Congress  and  the  SEC 
comfort  that  no  one  can  use  MSICs  to  pursue  some  hidden  agenda.   Keep  in  mind  that 
MSICs  are  not  takeover  vehicles.   Unlike  LBOs,  they  take  minority  stakes,  make 
cqvjity  investments,  and  can  only  invest  if  invited  to  do  so  by  the  company  in  which 
they  are  investing.   MSICs  are  simply  designed  to  create  jobs,  to  generate  long-term 
capital  and  to  help  American  business  compete  better.   As  long  as  the  appropriate 
safeguards  against  abuse  are  put  in  place,  we  have  nothing  to  lose. 
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MSICS  -  MANAGERIAL  STRATEGIC  INVESTMENT  COMPANIES 

The  Pubuc  Face  of  Relational  Investing: 
A  Proposal  for  Incremental  Reform  of  American  Corporate  Governance 


The  United  States  desperately  needs  a  class  of  long-term,  sophisticated  investors  capable 
of  working  with  corporations  and  providing  constructive  accountability. 

Michael  Jacobs,  Short-Term  America 


MSICS  AND  RELATIONAL  INVESTING 

A  managerial  strategic  investment  company,  or  MSIC,  is  a  public  company  that  acts  as 
a  "relational  invesior"  by  making  substantial,  long-term  minority  equity  positions  in  a  strategic 
portfolio  of  public  companies  and  then  applies  its  experience  and  resources  to  help  manage  those 
companies.  MSICs  currently  operate  abroad,  particularly  in  Sweden  and  other  European 
countries.  In  Sweden,  MSICs  constitute  the  second  largest  institutional  holders  of  equity 
securities,  holding  approximately  10%  of  that  country's  total  market  capitalization.  MSICs  are 
rare  in  the  Unital  States,  however,  in  part  because  of  significant  obstacles  created  by  the 
Investment  Company  Act  of  1940  (the  "Act"),  which  mandates  that  MSICs  comply  with  the 
myriad  of  requirements  imposed  upon  investment  companies.  These  requirements  inhibit  the 
formation  of  MSICs,  even  though  the  Act  never  contemplated  such  a  vehicle. 

The  need  to  foster  relational. investing  in  the  United  States  has  been  widely  discussed 
recently  as  a  means  to  encourage  American  companies  to  overcome  their  "business  myopia"  and 
focus  on  long-term  planning  and  gi-ov/th.  Relational  investing,  in  which  an  investor  makes  a 
long-term  commitment  to  a  company  whose  securities  it  holds  and  becomes  actively  involved 
in  the  long-term  planning  and  business  decisions  that  the  company  makes,  is  viewed  as  a  means 
of  improving  corporate  governance  by  allowing  stockholders  direct  input  into  the  decision 
making  process.  MSICs  would  practice  relational  investing  by  working  with  the  companies  in 
their  strategic  portfolios  to  help  create  a  more  constructive,  less  antagonistic  relationship  between 
capital  providers  and  capital  users  than  currently  exists  in  this  country.  Examples  of  other 
organizations  that  arc  active  in  the  field  of  relational  investing  include  "white  squire"  funds,  such 
as  Allied  Investment  Partners,  L.P.,  Berkshire  Hathaway  Inc.  and  various  shareholder  watchdog 
groups,  such  as  the  Lens  Fund. 

To  date  there  have  been  few  opportunities  for  public  investors  in  this  country  to 
participate  in  the  relational  investing  concept.  The  idea  of  bringing  managerial  strategic 
investment  companies,  or  MSICs,  to  the  United  States  is  the  brainchild  of  Jan  Stenbeck,  whose 
AB  Kinnevik  is  an  MSIC  that  operates  in  Sweden.  (See  the  attached  article  from  The  Boston 
Globe,  "Here  Come  the  Philosopher  Kings.")  Congressional  subcommittees  are  currently 
considering  a  legislative  proposal  that  would  facilitate  the  operation  of  MSICs  in  the  United 
States. 
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MSIC  BENEFITS 

Operation  of  MSICs  in  the  United  States  would  offer  the  following  benefits: 

New  Investment  Opponunity:  MSICs  operate  on  the  principle  of  'relationship  investing" 
—  making  significant,  long-term  investments  in  businesses  and  working  with  those 
businesses  to  assist  them  in  achieving  their  goals.  To  date,  only  funds  exempt  from  the 
Act  have  offered  this  type  of  investment  opportunity. 

Increased  competitiveness:  MSICs  would  seek  out  underperforming  domestic  companies 
and  make  available  to  them  'patient'  capital  and  expert  assistance  from  seasoned 
managers,  thereby  strengthening  the  competitiveness  of  American  business.  In  an  April 
1993  Stanford  Law  Review  article,  'Investment  Companies  as  Guardian  Shareholders: 
The  Place  of  the  MSIC  in  the  Corporate  Governance  Debate,'  Professors  Ronald  J. 
GUson  and  Reinier  Kraakman  cite  evidence  that  suggests  that  there  is  a  positive 
correlation  between  active  large-block  stockholders  and  corporate  performance. 

Strengthened  stockholder  input:  By  acting  in  its  own  financial  interest,  an  MSIC  would 
also  be  representing  the  interests  of  other  minority  shareholders.  Unlike  institutional 
investors  with  diversified,  small  percentage  portfolios  that  are  often  hindered  by  problems 
of  collective  action,  an  MSIC  could  ^e  an  active  role  in  guiding  corporate 
decision-making. 

Financial  stability  of  portfolio  companies:  An  MSICs  strategic  holdings  would  be 
long-term  equity  investments,  thereby  providing  portfolio  companies  with  stable,  flexible 
capital  bases. 

THE  MSIC  CONCEPT 

The  formal  definition  of  an  MSIC  would  be  a  publicly-held  closed-end  investment 
company  that  makes  strategic  investments  in  the  form  of  10%  to  35%  equity  interests  in  other 
publicly-traded  companies.  For  investment  and  practical  purposes,  it  is  likely  that  some  portion 
of  an  MSICs  portfolio  would  consist  of  a  broad  spectrum  of  diversified  securities,  ranging  from 
high  quality,  blue  chip  investments  to  stock  of  start-up  companies.  Strategic  investments, 
however,  would  be  the  distinctive  characteristic  of  an  MSIC,  constituting  a  majority  in  value  of 
its  total  investments. 

Based  upon  foreign  experience  with  MSICs  and  recent  literature,  one  can  predict  that  an 
MSIC  would  probably  limit  its  strategic  investments  to  a  few  particular  industries  in  which  the 
MSICs  management  has  expertise.  Within  those  industries,  the  MSIC  would  seek  out 
companies  it  determines  to  be  sound  but  whose  competitiveness  or  performance  could  be 
improved.    The  strategic  investment  decisions  of  an  MSIC  would  be  made  not  by  outside 
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investment  advisors  but  rather  by  a  full-time  professional  staff  with  experience  in  the  industries 
in  which  the  MSIC  invests. 

An  MSIC's  strategic  investments  would  be  made  on  a  friendly  basis.  As  an  essential 
element  of  its  strategic  investments,  an  MSIC  would  make  available  significant  managerial 
assistance  at  little  or  no  cost  to  its  portfolio  companies,  often  in  the  form  of  representation  on 
the  board  of  directors.  An  MSIC  would  be  willing  to  provide  this  assistance  because  its 
performance  will  be  reflect  the  performance  of  its  portfolio  companies. 

In  its  activities  and  operation,  an  MSIC  would  more  closely  resemble  an  ordinary 
business  corporation  than  a  traditional  investment  company.  Like  a  venture  capital  firm,  an 
MSIC  would  employ  a  staff  of  senior  managers  with  operating  expertise  to  advise  management 
of  the  companies  in  its  strategic  portfolio.  Significantly,  however,  an  MSIC  would  be 
publicly-held  and  would  acquire  minority  positions  in  other  public  firms.  While  leveraged 
buyout  syndicates,  which  dominated  the  1980s,  rely  on  debt  financing  in  the  form  of  bonds  or 
bank  loans  and  often  convert  substantial  portions  of  an  acquired  company's  equity  to  debt,  an 
MSIC  would  preserve  or  increase  the  equity  bases  of  the  companies  in  which  it  invests. 

Additional  materials  regarding  MSICs  are  available  from  Leonard  Schneidman  or  Dennis 
Kanin  of  Foley,  Hoag  &  Eliot,  One  Post  Office  Square,  Boston,  Massachusetts  02109,  (617) 
482-1390. 
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QUESTIONS  AND  ANSWERS  ABOUT  MSICS 

Q:  What  is  an  MSIC? 

A:  A  "Managerial  Strategic  Investment  Company"  or  "MSIC"  is  an  investment  company 
that  would  make  long-term  minority  investments  in  and  provide  managerial  guidance  and 
expertise  to  publicly-traded  companies.  An  MSIC's  "strategic  investments"  would  be  in  the 
form  of  10%  to  35%  equity  interests  in  companies  whose  performance  or  competitiveness  could 
be  improved.  While  an  MSIC's  portfolio  might  also  include  other  investments,  ranging  from 
"blue  chip"  investments  to  stock  or  start-up  companies,  a  majority  of  the  value  of  an  MSIC's 
portfolio  would  be  held  in  strategic  investments  and  a  significant  portion  of  an  MSIC's  profits 
would  arise  form  increases  in  the  common  stock  prices  of  companies  in  the  MSIC's  strategic 
portfolio  —  including  increases  attributable  to  the  MSIC. 

Q:  Are  any  MSICs  Currently  Operating  in  or  Outside  the  U.S.  ? 

A:  The  closest  existing  analogue  to  MSICs  in  the  United  States  may  be  Berkshire- 
Kathaway,  Inc.  under  the  leadership  of  Warren  Buffett,  which,  as  an  insurance  company,  is 
exempt  from  the  provisions  of  the  Investment  Company  Act  of  1940.  Another  United  States 
company  that  resembles  an  MSIC  is  Allied  Investment  Partners,  L.P.,  a  privately-held 
investment  fund.  Neither  of  these  companies,  however,  provide  the  opportunity  for  broad  public 
participation  that  MSICs  do.  The  MSIC  form  is  much  more  common  in  Europe,  where 
numerous  companies  that  could  be  classified  as  MSICs  operate.  As  discussed  in  the  Stanford 
Law  Review  article  by  Professors  Gilson  and  Kraakman,  in  Sweden,  publicly  held  MSICs  have 
become  one  of  the  larg^t  institutional  holders  of  public  equities. 

Q:  How  Would  MSICs  Benefit  Investors? 

A:  MSICs  would  provide  investors  with  a  opportunity  to  participate  in  "relationship 
investing"  that  is  currentiy  only  available  on  a  limited  basis.  MSICs  would  make  significant, 
long-term  investments  in  businesses  and  work  with  the  businesses  to  improve  their  performances. 

Q:  How  Would  MSICs  Benefit  Companies? 

A:  MSICs  would  invest  in  domestic  companies  whose  performance  could  be  improved 
and  provide  them,  at  litUe  or  no  cost,  with  the  services  of  sldlled  managers  experienced  in 
boosting  corporate  performance.  MSICs  would  be  required  to  make  their  strategic  investments 
on  z  friendly  basis  and  to  hold  them  for  a  minimum  of  two  years.  Therefore,  MSICs  would 
provide  companies  with  a  more  stable  capital  base,  but  could  not  be  used  as  a  takeover  or 
"greenmail"  device. 
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Q:  How  Would  MSICs  Benefit  Other  Shareholders? 

A:  As  an  independent  investor  with  a  significant  equity  interest,  an  MSIC  would  be  a 
'guardian  shareholder'  of  companies  in  which  it  makes  strategic  investments.  An  MSIC  would 
have  enough  of  a  stake  in  companies  not  be  hindered  by  problems  of  collective  action  that  make 
it  difficult  for  small  shareholders  to  present  their  concerns  to  management.  Therefore,  an  MSIC 
would  speak  on  behalf  of  the  interests  of,  but  not  dominate,  a  company's  other  shareholders. 

Q:  How  Would  MSICs  Benefit  the  U.S.  Economy? 

A:  MSICs  promise  to  increase  the  competitiveness  of  American  businesses  and 
encourage  growth  by  providing  companies  with  managerial  expertise  and  a  source  of  long-term 
capital.  MSICs  would  also  help  counterbalance  the  rapid-turnover  investment  style  of  many 
institutional  investors,  adding  stability  to  American  stock  markets.  In  addition,  MSICs  would 
make  widely  available  a  type  of  investment  that  is  now  available  only  to  wealthy  individuals. 

Q:  How  Would  the  Role  of  MSICs  Differ  from  that  ofLBO  Firms  and  Pensions  Funds? 

A:  Unlike  LBO  firms,  MSICs  would  not  seek  to  acquire  control  of  the  companies  in 
their  strategic  portfolios,  but  rather  would  make  significant  minority  equity  investments  in  such 
companies.  Wile  leveraged  buyout  syndicates  rely  on  debt  financing  in  the  form  of  bonds  or 
bank  loans  and  often  convert  substantial  portions  of  an  acquired  company's  equity  to  debt,  an 
MSIC  would  preserve  the  equity  bases  of  the  companies  in  which  it  invests.  Therefore,  an 
MSICs  strategic  investments  would  be  made  on  ^  friendly  basis,  with  the  goal  of  working  with 
existing  company  management  to  improve  performance,  an  MSIC  would  also  differ  from 
pension  funds  and  other  large  institutional  investors,  which  generally  make  passive  investments 
in  a  large  number  of  companies.  While  some  pension  funds,  most  notably  CalPERS,  have 
attempted  to  play  an  active  role  in  corporate  decision-making,  their  attempts  have  been  of  limited 
success  to  date.  Each  pension  fund  holds  only  a  small  percentage  of  the  stock-of  any  particular 
company,  so  it  has  often  proven  easier  for  a  fund  to  sell  its  holdings  than  to  make  significant 
efforts  to  effect  changes  in  corporate  policy. 

Q:  How  Would  the  Role  of  MSICs  Differ  from  that  of  Outside  Direaors? 

A:  Outside  directors  are  not  always  effective  monitors  of  corporate  performance  because 
they  are  often  CEOs  of  other  companies  who  believe  in  a  limited  role  for  outside  directors. 
Because  an  MSIC  would  be  a  minority  shareholder  with  a  significant  percentage  of  a  company's 
stock,  it  would  have  the  incentive  and  the  ability  to  guide,  but  not  dictate,  corporate  decision- 
making. 
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Q:  What  Would  Prevent  MSICsfrom  Dominating  an  Industry? 

A:  While  an  MSIC  would  probably  seek  to  focus  its  strategic  investments  on  a  particular 
type  of  business  in  which  it  has  managerial  expertise,  such  as  retailing  or  high  technology,  its 
diiect  impact  on  any  industry  as  a  whole  would  be  limited  by  the  fact  that  it  would  only  be  a 
minority  shareholder.  In  the  event  that  an  MSIC's  strategic  investments  did  give  it  significant 
influence  in  a  particular  industry,  the  MSIC  would  be  subject  to  the  Sherman  Act  and  other 
existing  federal  and  state  antitrust  laws  that  prohibit  monopolization  and  conspiracies  in  restraint 
of  trade. 

Q:  What  are  the  Risks  of  the  MSIC  Proposal? 

A:  The  risks  involved  in  the  MSIC  proposal  are  the  same  as  those  associated  with  any 
other  investment.  If  some  MSICs  do  not  fully  meet  their  expectations,  shareholders  would  be 
impacted  in  the  same  way  that  they  would  be  in  any  other  business  venture.  The  full  disclosure 
required  of  public  companies  under  the  Securities  Act  of  1933  and  the  Securities  Exchange  Act 
of  1934  would  apply  to  MSICs  and  would  assure  that  MSIC  investors  were  informed  of  the  risks 
before  they  made  their  investment  decisions.  In  light  of  these  very  minimal  risks,  there  seems 
little  reason  not  to  afford  MSICs  the  opportunity  to  operate  in  the  American  capital  system  and 
provide  the  kind  of  long-term,  sophisticated  investor  Michael  Jacobs  spoke  of  in  his  book  Short 
Term  America. 
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Mr.  Markey.  Let  me  recognize  the  gentleman  from  North  Caro- 
lina first. 

Let  him  ask  the  first  round  of  questions. 

Mr.  McMillan.  Gosh,  to  what  do  I  owe  this  honor? 

Mr.  Markey.  You  know  more  than  the  rest  of  us. 

Mr.  TsoNGAS.  That  has  never  worked  before. 

Mr.  McMillan.  I  am  just  interested  in  the  way  the  conversation 
is  going.  The  company  I  was  with  evolved  from  an  investment  reg- 
istered dealer/broker  with  a  venture  capital  pool  into  a  publicly 
held  company  through  acquisition  that  got  into  a  wide  array  of  in- 
dustries essentially  doing  what  we  are  talking  about  here,  more  or 
less  successfully.  We  made  mistakes  but  they  were  all  disclosed. 

Mr.  Beese,  I  had  responsibility  for  the  disclosures  and  it  was  a 
very  dynamic,  positive  environment  that  I  think  was  good  for  the 
stockholders  of  the  parent  company  and  good  for  most  of  the  com- 
panies that  we  were  engaged  with,  and  those  that  we  were  engaged 
with,  we  were  very  much  engaged  with.  And  it  was  a  constructive 
thing.  So  I  want  to  come  back  to  that,  and  I  guess  generally  end 
with  a  question:  Why  not? 

There  are  a  couple  of  technical  points  that  have  come  up  that  I 
would  like  to  focus  on  first.  One  has  to  do  with  the  issue  of  that 
if  we  do  relax  some  of  these  standards,  should  the  investment  pools 
then  be  limited  to  investment  in  so-called  small  business?  Which 
I  think  maybe  would  answer  maybe,  Mr.  Guthary,  some  of  your 
concerns  with  respect  to  hedge  funds  and  so  forth. 

Mr.  Guthary.  Well,  I  think  that  two  points,  one,  the  bill  is 
aimed  to  assist  small  businesses  so  if  we  want  the  money  to  go 
there,  there  has  to  be  some  incentive.  The  easiest  way  would  be  a 
percentage  of  the  portfolio  be  invested  in  businesses  that  meet  the 
Small  Business  Administration's  definition  of  small  business  or 
something  like  that. 

But  it  is  my  observation  that  right  now,  with  venture  capital 
funds,  because  most  of  these  funds  demand  a  very  high  return  from 
their  companies,  and  so  they  want  a  growth  company  and  they  only 
pick  on  certain  high-tech-type  companies  in  Massachusetts  and 
they  are  not  interested  in  the  kind  of  what  I  call  the  "boring  com- 
panies" that  produce  widgets,  particularly,  and  that  type,  is  that 
the  growth  possibilities  simply  are  not  there.  But  that  is  the  type 
of  small  business  that  needs  money.  They  give  off  good  returns  but 
they  don't  give  off  the  returns  that  venture  pools  want. 

And  I  think  if  we  are  going  to  have  legislation  designed  to  help 
those,  there  is  going  to  have  to  be  an  incentive  for  the  money  to 
go  through  in  order  to  use  these  exempted  provisions.  Without 
that,  I  don't  think  it  will  go  there.  I  think  it  will  end  up  going  per- 
haps to  public  companies  and  more  likely  into  the  type  of  George 
Soros  hedge  fund  arrangements. 

Mr.  McMillan.  I  think  that  one  of  our  objectives  is  to  stimulate 
the  flow  of  capital  to  small  business  and  there  is  a  tendency  for  it 
not  to  go  there  because  it  is  easier  and  more  profitable  to  do  other 
things  with  your  capital.  So  it  takes  a  little  messianic  zeal  to  com- 
mit to  that.  I  think  it  is  something  that  we  should  think  about.  Al- 
though I  don't  have  a  lot  of  restraints  in  my  mind  about  allowing 
larger  commitments,  and  then  I  think  the  approach  that  we  are 


216 

talking  about  on  the  MSIC's  is  a  good  one  to  deal  with  the  other 
side  or  other  sides  of  the  market. 

The  other  question — would  anyone  else  care  to  respond  to  that 
question? 

Mr.  Beese.  I  think  we  share  the  goal  of  increasing  capital  forma- 
tion at  the  small  business  level.  But  I  think  it  is  very  important 
that  we  focus  on  specific  aspects  of  what  we  are  talking  about  here 
today.  One  is  the  1940  Act  and  the  qualified  purchaser  exemption. 
And  clearly  this  would  apply  not  only  to  the  proposed  small  busi- 
ness pools,  but  also  to  hedge  funds  and  other  structures.  It  would 
have  a  broad  impact. 

But  it  is  important  to  remember  that  the  whole  basis  of  the  1940 
Act  is  not  to  protect  the  types  of  investors  that  could  satisfy  the 
high  standards  of  the  qualified  purchaser  exemption;  it  is  to  take 
care  of  nonsophisticated  investors.  The  1940  Act  has  always  per- 
mitted exemption  of  sophisticated  investors,  and  if  we  start  carving 
up  the  1940  Act  now,  I  think  we  are  starting  to  go  down  a  dan- 
gerous road  where  we  take  the  1940  Act,  which  has  been  an  effec- 
tive and  clean  piece  of  legislation,  in  a  very  different  direction. 

The  other  aspect  of  what  we  are  talking  about  today  is  specific 
ideas  to  help  capital  formation  in  small  business;  that  is,  improve- 
ments to  BDC's  and  BIDCO's.  But  that  is  very  different  from 
changing  the  nature  of  the  1940  Act. 

I  do  take  some  exception  to  the  point  made  that  we  have  done 
nothing  but  be  deregulatory  with  regard  to  the  large  traders  and 
with  regard  to  hedge  funds.  We  have  proposed,  as  I  know  the  com- 
mittee is  aware,  a  large  trader  reporting  system.  It  is  a  very  regu- 
latory measure.  It  brings  a  tremendous  amount  of  new  regulation 
but  it  addresses  the  concerns  about  hedge  funds.  That  regulation 
is  not  under  the  1940  Act,  but  if  we  are  talking  about  sophisticated 
investors,  the  1940  Act  is  not  the  place  for  it.  The  large  trader  re- 
porting system  would  be  an  effective  remedy  for  the  concerns  about 
market  impact,  but  concerns  about  market  impact  are  different 
from  concerns  about  unsophisticated  investor  protection. 

Mr.  Easton.  I  would  like  to  fully  agree  with  Commissioner  Beese 
on  his  comments  about  hedge  funds,  that  has  been  the  subject  of 
separate  hearings  and  separate  consideration  as  to  whether  there 
is  additional  regulation  and  whatever  type  needed  there,  and  that 
gets  to  this  point,  is  this  about  encouraging  small  business? 

And  I  thought  I  heard  a  couple  of  the  witnesses  say  this  has 
nothing  to  do  with  the  small  business;  I  am  talking  about  the 
qualified  purchaser  exemption.  And  I  think  it  has  everything  to  do 
with  small  business  and  should  not  be  confused  with  overlaying  a 
requirement  that  these  qualified  purchaser  funds  invest  themselves 
in  small  businesses.  That  seems  a  bit  of  a  red  herring  in  this  issue, 
it  seems  to  me,  being  that  we  are  trying  to  promote  small  business, 
young  professional  investors. 

In  my  own  firm,  we  allocate  to  some  hundred  start-up,  private 
investment  companies  all  of  which  are  small  businesses,  all  of 
which  are  aspiring  to  be  large  businesses  some  day.  Yet,  we  are 
faced  with  this  prospect  of  the  Investment  Company  Act  regulation. 

So  it  is  that  group  we  are  trying  to  help  here,  I  believe.  And  that 
is  why  this  qualified  purchaser  exemption  ought  to  be  in  place.  And 
there  are  plenty  of  examples  it  seems  to  me,  elsewhere  in  the  SEC 
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and  the  CFTC  and  overseas,  of  this  two-tiered  concept,  which  rath- 
er than  being  viewed  as  a  threatening  concept,  ought  to  be  en- 
dorsed as  the  way  this  country  ought  to  go  in  its  general  regulatory 
framework. 

It  is  the  one  way  we  have  of  competing  with  the  offshore  and  the 
international  competitiveness  that  we  see  in  our  industry  where 
young  professional  investors  and  traders  are,  as  we  know,  going  for 
other  environments  where,  in  many  cases,  there  is  a  well-devel- 
oped, two-tier  exemptive  relief  structure.  So  we  ought  not  to  con- 
fuse the  issue  here  with  this  helping  only  hedge  funds. 

If  it  incidentally  helps  a  few  hedge  funds,  they  will  have  their 
day  as  well  here  in  terms  of  what  additional  regulatory  burdens 
they  may  have  to  face.  But  we  should  not  throw  this  out  because 
it  incidentally  would  benefit  a  few  hedge  funds. 

Mr.  McMillan.  The  law  seems  to  put  one  standard  on  a  person 
investing  in  a  fund  and  a  different — the  same  person  can  go  invest 
in  the  small  business  with  no  limitation  probably  at  much  greater 
risk. 

Mr.  Fink. 

Mr.  Fink.  I  couldn't  disagree  more.  As  I  read  the  legislative  his- 
tory of  S.  479,  it  is  designed  to  get  capital  into  small  business.  It 
is  not  designed  to  encourage  the  growth  of  small  unregulated  mu- 
tual funds. 

And  I  think  the  prior  witness  just  outlined  what  the  investor  pro- 
tection problem  is  here.  It  sounds  like  incidentally  this  bill  might 
get  capital  into  small  high-tech  companies  or  the  kind  of  companies 
that  the  witness  from  Sweden  and  the  others  would  like. 

But  the  idea  that  we  are  going  to  exempt  pools  of  sophisticated 
investors  because  they  are  a  small  business,  I  find  incredible.  I 
don't  see  any  reference  to  that  in  the  legislative  history  in  the  Sen- 
ate or  in  this  body.  And  I  think  it  just  shows  the  point  that  Mr. 
Guthary  and  I  were  trying  to  make.  While  the  bill  says  its  purpose 
is  to  get  capital  to  small  business,  this  exemption  for  qualified  pur- 
chasers will  let  you  have  a  company  that  invested  100  percent  in 
the  largest — 50  largest  capitalized  United  States  companies,  with- 
out putting  a  penny  in  small  business  or  100  percent  in  the  50 
largest  Japanese  companies.  It  has  nothing  to  do  with  getting  cap- 
ital into  small  business. 

And  that  is  why  the  exemption  for  qualified  purchasers,  I  be- 
lieve, very  strongly,  should  be  narrowed  to  get  at  what  I  believe 
was  the  intent  of  the  sponsors  in  both  bodies  was  to  encourage  cap- 
ital flows  into  small  businesses,  not  into  the  hands  of  operators  of 
small  mutual  funds. 

Mr.  Beese.  If  I  could  just  add  one  quick  response  on  the  small 
mutual  fund  issue.  If  the  proposals  in  S.  479  are  put  in  place  and 
BDC's  then  have  that  ability  as  outlined  in  S.  479,  I  can't  go  as 
far  as  to  agree  that  the  proposals  will  only  benefit  small  mutual 
funds  then.  These  BDC's  still  will  not  be  able  to  invest  in  public 
securities  and  they  will  not  be  able  to  invest  in  securities  that  are 
marginable.  And  I  think  there  will  be  significant  differences  be- 
tween BDC's  after  the  proposals  are  implemented  and  small  pub- 
licly traded  mutual  funds. 

Mr.  Guthary's  point  is  that  this  bifurcation  in  the  market  is  cre- 
ating a  situation  where  the  sophisticated  investors  are  getting  all 
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the  good  investments  and  keeping  the  junk  investments  for  the 
smaller  investors.  Well,  I  think  that  the  $2  trillion  invested  in  in- 
vestment companies  today  by  and  large  are  not  junk.  They  are  gen- 
erally held  by  smaller  retail  investors. 

I  think  that  is  not  the  right  way  to  characterize  the  investments 
that  are  held  by  many  small  investors  in  the  $2  trillion  mutual 
fund  industry. 

Bifurcation  of  the  market  does  have  its  advantages.  The  1940  Act 
was  put  in  place  recognizing  that  bifurcation  had  positive  advan- 
tages and  that  sophisticated  investors  do  not  need  the  same  protec- 
tions as  unsophisticated  investors. 

Mr.  Fink.  Mr.  Beese  and  I  often  do  not  agree.  But  we  had  a  con- 
fusion here  about  this  provision  for  qualified  purchasers,  a  fund 
that  could  invest  in  anything.  Mr.  Beese  is  mixing  up  BDC's,  that 
are  limited,  with  qualified  purchaser  funds. 

I  am  talking  about  the  invention  in  the  bill  for  funds  so  long  as 
there  is  a  qualified  purchaser.  I  was  disagreeing  with  Mr.  Easton 
sa3dng  that  is  a  great  provision  because  it  is  going  to  encourage  the 
growth  of  small  mutual  funds,  whatever  they  invest. 

And  I  am  saying  with  Mr.  Guthary,  that  is  not  what  I  think  you 
are  after.  You  want  to  get  money  into  small  companies.  And  this 
provision,  to  repeat  myself,  would  allow  you  to  put  every  penny  in 
that  company  into  IBM,  GM,  Xerox,  et  cetera  or  the  largest  10  com- 
panies in  Japan  or  Europe  and  not  a  penny  in  small  business.  And 
I  don't  think  you  should  be  doing  that,  and  I  don't  think  that  is 
what  the  drafters  of  the  legislation  intended. 

As  far  as  the  Investment  Company  Act,  I  must  say,  with  all  due 
respect,  that  there  is  not  one  scintilla  of  evidence  in  the  legislative 
history  of  the  1940  Act  that  was  designed  for  unsophisticated  in- 
vestors. One-third  of  mutual  fund  assets  are  held  by  large  institu- 
tional investors.  There  is  no  sophisticated  investor  exemption  in 
the  Act  in  1940  or  when  Congress  amended  it  in  1970. 

This  is  the  first  time  anybody  is  proposing  it,  and  I  submit,  I 
guess  I  will  say  for  the  last  time,  I  think  the  proposed  exemption 
is  too  broad  in  that  it  goes  well  beyond  small  business. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  Texas,  Mr.  Fields. 

Mr.  Fields.  Thank  you,  Mr.  Chairman. 

Senator  Tsongas,  Mr.  Kraakman  and  Mr.  Stenbeck,  I  have  a  few 
questions  about  the  MSIC  proposal  because  it  sounds  very  attrac- 
tive. In  fact,  very  seducing. 

One  of  the  questions  I  have,  is  there  a  potential  conflict  of  inter- 
est in  that  the  officers  and  directors  of  an  MSIC  that  go  to  work 
on  the  board  or  in  the  management  of  these  companies,  where  is 
their  loyalty?  Is  it  to  the  MSIC  or  is  it  to  the  company  itself,  and 
is  that  a  legitimate  concern  pertaining  to  a  conflict? 

Mr.  Kraakman.  I  don't  believe  there  is  a  conflict  of  interest  here, 
because  after  all,  MSIC's  take  an  equity  block  in  operating  compa- 
nies. The  operating  company  does  well,  the  MSIC  does  well.  MSIC's 
have  large  blocks.  It  is  a  partnership,  A  strategic  partnership,  des- 
ignated to  go  for  some  time  and  be  durable  and  give  the  MSIC  the 
incentive  to  invest  in  the  officers  and  human  capital  in  the  operat- 
ing companies.  They  prosper  together.  And  that  is  part  of  the  at- 
traction of  the  device. 
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Mr.  TSONGAS.  One  of  the  realities  that  exists  today  is  that  you 
have  directors  who  theoretically  are  concerned  about  companies. 
The  concern  about  the  company  divides  into  two  parts:  one,  concern 
about  a  company  not  being  taken  over  so  you  are  still  a  director, 
or  a  relationship  with  the  management  which  is  very  personal  and 
you  have  an  obligation  to  the  management  because  they  asked  you 
to  be  a  director.  And  that  is  very  different  from  the  obligation  to 
the  shareholder. 

What  is  interesting  about  an  MSIC  is  that  the  latter  dominates. 
So  the  conflict  of  interest  which  already  exists  today  between  the 
personal  interest  and  the  shareholder  interest  of  the  director  would 
not  exist  with  an  MSIC  because  they  are  in  the  business  of  maxi- 
mizing shareholder  value  over  the  long  term. 

Mr.  Fields.  Let  me  take  some  examples.  And  again,  really  just 
trying  to  sort  through  in  my  own  mind.  If  you  take  a  position  in 
a  company  as  much  as  35  percent,  I  would  assume  that  in  many 
situations,  you  would  actually  be  in  control  of  that  particular  com- 
pany. I  mean,  you  may  say  that  you  own  a  minority  percentage  of 
the  total  outstanding  shares,  but,  in  essence,  you  are  in  control  of 
that  particular  company. 

And  as  an  example,  what  happens  if  there  is  a  disagreement 
with  current  management  and  that  management  is  thrown  out? 
Wouldn't  that  have  a  disconcerting  effect  or  could  have  a  dis- 
concerting effect  on  the  company?  Instead  of  a  friendly  situation. 
Professor  Kraakman,  that  you  tsdked  about.  To  me,  that  would  not 
be  a  friendly  situation  and  could  be  very  akin  to  a  hostile  takeover. 

Mr.  Stenbeck.  Not  a  takeover,  because  the  MSIC  would  already 
be  represented  on  the  board  so  it  would  be  a  question  of  a  conflict 
on  the  board.  And,  obviously,  we  feel  that  there  are  too  few  con- 
flicts on  the  board  and  that  it  is  an  advantage  now  to  have  inside 
management  balanced  by  representatives  on  the  board  who  are 
willing  to  take  conflict. 

And  one  issue  which  was  not  brought  up  here  was  the  big  discus- 
sion about  management  compensation  and  how  that  has  gone  be- 
yond what  shareholders  think  is  fair.  And  that  would  be  the  kind 
of  question  where  an  MSIC  representative  clearly  would  feel  that 
he  could  have  much  stronger  opinions  than  someone  who  rep- 
resents the  stakeholder  or  just  himself  on  the  board.  There  is  clear- 
ly the  prospect  of  conflict  on  the  board,  but  I  think  on  balance, 
healthy  conflict. 

Mr.  Kraakman.  I  think  that  is  absolutely  right.  MSIC  investing 
is  friendly  investing,  insofar  as  the  MSIC  would  be  invited  into  a 
company,  which  would  offer  their  capital  and  would  offer  their 
strategic  advice  and  would  offer  board  members.  But  down  the  road 
at  some  point,  there  may  be  a  difference  of  opinion  between  man- 
agers and  the  MSIC. 

And  this  is  what  it  means  to  have  an  MSIC  as  a  monitor,  really, 
and  a  representative  of  the  shareholder  interest.  If  managers  are 
underperforming,  if  they  are  not  realizing  shareholder  value,  even 
in  this  long-term  context,  then  the  MSIC  will  have  an  incentive  to 
try  to  encourage  them  to  work  harder  and  to  perhaps  search  for, 
in  his  capacity  as  representative  on  the  board,  perhaps  to  search 
for  new  personnel  to  manage  the  firm. 
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Mr.  Fields.  You  have  mentioned  capital.  How  do  you  envision 
capital  being  infused  into  the  company? 

Because  I  understand,  the  position  that  would  be  taken  is  basi- 
cally a  position  from  stock  purchased  in  a  secondary  market,  so 
that  is  not  a  direct  infusion  of  capital  into  a  particular  company, 

Mr.  Kraakman.  Well,  actually,  I  would  think  the  most  common 
pattern  would  be  for  the  company  to  make  an  offering  directly  to 
the  MSIC  rather  than  purchase  on  the  secondary  market.  I  think 
those  are  the  circumstances  under  which  most  mid-cap  or  small- 
cap  firms  might  invite  an  MSIC  in.  You  bring  your  capital  and 
your  expertise.  We  want  you  in.  We  have  not  precluded  purchases 
on  the  secondary  markets,  but  I  think  the  direct  sale  of  stock  to 
the  MSIC  would  be  the  more  common  route. 

Mr.  TSONGAS.  On  your  earlier  question,  MSIC's  would  only  come 
in  if  they  were  invited  in,  unlike  a  takeover  situation.  Secondly, 
they  would  have  a  minority  interest,  equity  interest  in  the  com- 
pany. And  thirdly,  the  minority  of  the  board  and  so  the  mecha- 
nisms that  exist  in  a  takeover  situation  are  precluded  by  the 
framework  of  this  idea. 

The  other  thing  I  will  tell  you,  it  is  agonizingly  difficult  when  you 
have  bad  management  to  do  anything  about  it.  Look  at  the  rela- 
tionships between  Members  of  Congress,  even  people  you  disagree 
with  become  friends  over  time  and  it  becomes  very  difficult.  What 
happens  in  a  situation  is  that  people  know  it  is  not  going  right,  but 
you  don't  have  the  capacity  to  make  the  very  tough  personnel  deci- 
sions. 

The  other  example  I  would  use,  I  talked  about  Thermoelectron, 
Thermoelectron  which  was  named  as  the  best  company  in  New 
England  last  year,  is  a  billion  dollar  or  something  like  that,  com- 
pany in  Massachusetts.  I  serve  on  two  subsidiary  boards  of 
Thermoelectron  which  owns  80  percent  of  the  company  stock.  And 
that  is  relational  investing. 

They  provide  expertise,  they  provide  perspective,  and  they  also 
provide  some,  if  you  will,  protection  from  takeovers.  Which  is  very 
much  what  MSIC  is  about.  And  I  don't  think  it  is  a  coincidence 
that  these  companies  have  done  so  well. 

Well,  in  fact,  to  be  named  the  best  company  in  New  England, 
there  is  a  chemistry  and  a  dynamic  and  a  process  at  play  within 
Thermoelectron  and  all  its  subsidiaries  which  is  not  unlike  what 
MSIC's  are  about.  And  to  be  able  to  think  long-term,  both  the  man- 
agement and  the  directors,  is  a  luxury.  A  luxury  which  I  think  has 
to  be  given  to  more  and  more  American  companies. 

Mr.  Fields.  Mr.  Beese,  has  the  Commission  had  an  opportunity 
to  look  at  this  type  of  proposal  and  does  it  have  any  thoughts? 

Mr.  Beese.  Congressman,  we  have  had  a  preliminary  look  at 
these  proposals  and  are  intrigued  with  the  capital-raising  aspects 
that  this  may  provide.  We  do  have  some  concerns  which  I  articu- 
lated in  my  opening  statement. 

We  think  that  some  of  the  proposals  as  stated  are  overly  broad 
and  can  be  narrower,  and  I  was  pleased  to  hear  in  other  oral  state- 
ments that  there  is  room  for  negotiation  with  regard  to  that. 

I  am  intrigued  with  Senator  Tsongas's  proposal  of  taking  a  lim- 
ited look  at  these.  I  contrast  that  with  the  way  the  BDC  was 
formed  by  the  Small  Business  Investment  Incentive  Act  of  1980 
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which  because  of  technical  barriers,  has  not  come  into  full  form  at 
all.  If  we  had  approached  BDC's  in  the  method  outlined  by  the  Sen- 
ator, maybe  we  would  not  have  to  sit  here  and  try  to  correct  some 
of  those  technical  barriers  15  years  later. 

We  came  here  to  learn  today  how  other  shareholders  might  be 
possibly  disadvantaged  by  the  existence  of  a  so-called  "guardian 
shareholder."  We  have  concern  if  a  hostile  situation  develops  be- 
tween the  "guardian  shareholder"  and  the  management  and  what 
effect  that  would  have  on  the  other  shareholders,  and  how  they 
may  be  able  to  maximize  their  investment  if  an  offer  is  given,  and 
how  that  might  be  possibly  blocked  by  a  "guardian  shareholder." 
While  it  has  not  always  been  beneficial  to  a  number  of  companies, 
it  has  also  not  been  all  bad  to  maximize  the  interest  of  individual 
shareholders.  And  we  have  those  additional  questions,  and  possibly 
we  can  go  back  and  discuss  what  we  have  learned  here  today  and 
respond  in  writing  about  those  questions. 

Mr.  Fields.  You  would  agree  with  what  Commissioner  Beese  has 
said?  I  think  it  is  a  very  interesting  idea  and  one  that  I  would  cer- 
tainly like  to  learn  more  about.  But  I  do  have  the  concerns  about 
the  conflict  that  I  raised  and  how  you  address  some  of  this.  But  I 
appreciate  what  Senator  Tsongas  said,  that  perhaps  you  should 
start  with  a  small  demonstration  just  so  see  how  this  would  work 
in  the  marketplace. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  gentleman  from  California,  Mr.  Moorhead. 

Mr.  Moorhead.  Thank  you,  Mr.  Chairman. 

This  question  is  for  any  of  the  members  of  the  panel  who  wish 
to  answer  it. 

It  has  been  suggested  that  an  exemption  from  prohibitions  from 
performance  compensation  that  is  contained  in  the  Investment 
Company  Act  be  eliminated  for  people  that  are  employed  by 
MSIC's.  Wouldn't  this  same  kind  of  an  exemption  apply  to  mutual 
funds  just  as  well?  Because  actually  we  are  trying  to  get  the  best 
people  you  can. 

Arid  if  can  you  get  better  performance  from  someone  that  makes 
the  same  kind  of  money  Michael  Eisner  gets  and  make  more  money 
for  the  company  having  that  kind  of  leadership,  wouldn't  that 
apply  to  mutual  funds  as  well  as  it  would  for  MSIC  itself? 

Mr.  Kraakman.  Well,  I  think  that  there  are  other  kinds  of  per- 
formance-based compensation  that  might  be  opened  to  people  who 
manage  mutual  funds,  and  also  mutual  fund  compensation  works 
through  investment  advisor  contracts.  It  is  a  little  bit  different  sys- 
tem than  the  one  we  envision  here  where  the  advising  is  going  to 
be  internal  to  the  MSIC. 

I  think,  for  example,  you  can  come  up  and  say  the  performance 
of  folks  who  run  mutual  funds  by  reference  to  the  fulcrum  method 
of  compensation — you  can't  do  that  with  the  MSIC  which  will  have 
a  portfolio  of  maybe  four  or  five  operating  companies.  In  order  to 
link  compensation  to  performance,  you  need  something  like  a  long- 
term  option. 

Mr.  Easton.  Let  me  just  say  on  the  question  of  the  incentive 
compensation,  one  of  the  reasons  that,  in  the  area  of  the  private 
investment  companies,  graduates  all  the  way  to  hedge  funds,  we 
are  very  strong  believers  in  "pay  by  performance."  Which  means 
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your  incentives  ought  to  be  geared  to  how  much  money  you  are 
making  for  your  clients.  That  is  one  of  the  problems  that  we  have 
with  the  Investment  Company  Act,  is  that  once  you  are  into  that 
regimen,  you  are  greatly  constricted  on  being  able  to  pay  for  per- 
formance. 

Mr.  MOORHEAD.  Anyone  else  want  to  comment  on  that  question? 

Mr.  Tsongas,  the  proposal  doesn't  say  much  about  investor  pro- 
tection for  investors  of  the  MSIC  itself.  Doesn't  the  MSIC  have  the 
same  obligation  that  other  fiduciaries  might  have  to  their  inves- 
tors, to  maximize  profits  and  return  on  its  investment? 

Mr.  Tsongas.  I  think  it  does,  but  the  fact  is  that  the  Act  which 
was  written  in  1940  was  written  under  a  certain  set  of  cir- 
cumstances and  those  circumstances  are  very  different  in  1994.  I 
can  tell  you  what  it  is  like  to  be  a  director  and  to  get  a  notice  of 
a  class  action  lawsuit.  It  really  gets  your  attention,  because  what 
happens,  you  go  back  home  and  you  have  dinner  with  your  wife 
and  kids  and  realize  that  if  management  screwed  up  and  you  didn't 
follow  it,  that  all  you  were  going  to  leave  behind  is  going  to  be 
taken  away. 

Second,  disclosure  requirements  are  a  nightmare.  And  I  think 
the  environment  that  the  SEC  has  established  in  this  country,  in 
1994,  is  much  better  than  what  existed  back  in  1940.  And  I  think 
you  have  much  more  activism  by  pension  funds,  class  action  law- 
suits, a  whole  array  of  mechanisms  to  get  people's  attention. 

Now,  in  the  case  of  a  limited  test  example  for  MSIC's,  you  could 
find  out  what,  in  fact,  is  going  to  take  place.  But  my  concern — the 
reason  I  ran  for  President  was  that  I  served  on  these  boards,  and 
to  serve  on  these  boards  is  to  recognize  that  we  are  in  trouble.  Part 
of  the  concern  about  the  damage  that  came  out  of  the  recognition 
that  if  the  Federal  Government  was  in  there  competing  with  pri- 
vate companies  for  funds,  that  over  the  long  term  that  companies 
could  not  compete. 

So  much  of  what  drove  me  into  that  race  came  out  of  my  experi- 
ence on  these  boards.  I  think  we  need  every  possible  mechanism 
to  make  us  competitive.  And  I  think  the  quality  of  life  in  this  coun- 
try is  a  function  of  what  we  can  do  in  terms  of  our  economy. 

And  I  am  willing  to  take  some  risks,  and  the  suggestion  of  limit- 
ing this  to  10  or  12  for  the  next  couple  of  years  while  the  legisla- 
tion works  its  way  through,  would  answer  a  lot  of  the  questions 
which  you  and  others  have  raised  today. 

Mr.  MoORHEAD.  Some  of  the  things  that  you  have  spoken  about, 
the  possibilities  of  the  members  of  board  of  directors  being  sued 
and  other  things,  if  they  didn't  maximize  profits  and  so  forth, 
doesn't  that  mitigate  against  a  strategy  of  investing  in  poorly  run 
companies  as  a  minority  shareholder?  You  never  know  what  is 
going  to  happen  to  you. 

Mr.  Tsongas.  Well,  I  can  talk  about  a  particular  example.  We 
had  a  vote  one  day  in  a  company,  I  will  not  mention  its  name, 
where,  in  essence,  if  we  had  decided  to  make  this  huge  investment 
in  research  and  development,  that  would  show  its  returns  many 
years  later,  by  definition,  our  dividends  would  have  to  be  dimin- 
ished. And  it  was  a  time  when  there  was  all  this  talk  about  the 
company  being  taken  over,  et  cetera. 
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I  will  tell  you  that  the  instinct  at  that  moment  was  to  vote  no 
on  the  R&D  expenditure  and  put  a  lot  of  that  money  into  the  divi- 
dend. To  the  great  credit  of  management  and  the  rest  of  the  board, 
they  all  decided  that  we  are  in  this  thing  for  the  long-term  and  so 
the  investment  was  made  in  R&D  and  the  company  is  still  around. 
But  that  is  an  atypical  situation.  And  part  of  what  MSIC's  do  best 
is  to  get  people  sitting  around  the  board  room  who  have  a  long- 
term  view. 

I  can  tell  you  that  on  some  companies  that  I  serve  on,  I  get  paid 
as  a  director  in  cash.  And  by  other  companies  I  get  paid  in  terms 
of  options.  There  is  a  big  difference  because  if  you  get  paid  a  direc- 
tor's fee  in  cash,  that  is  it.  If  you  have  long-term  options,  your  in- 
terests, your  self-interest  is  to  think  in  terms  of  2  years,  5  years, 
10  years,  15  years.  And  that  is  why  I  would  like  to  see  companies 
forgo  directors'  fees  and  pay  directors  in  terms  of  options  over  the 
long  term.  MSIC's  are  a  thrust  in  exactly  that  direction. 

Mr.  MOORHEAD.  That  is  an  interesting  idea. 

Mr.  Fink,  we  all  share  the  desire  to  make  it  easier  for  companies 
to  boost  performance  and  stabilize  capital,  but  in  order  to  facilitate 
this,  is  it  really  necessary  to  exempt  the  MSIC's  from  provisions  of 
the  Investment  Company  Act  requiring  fidelity  bonding  of  employ- 
ees? 

Mr.  Fink.  I  might  say  when  I  read  the  testimony  of  the  different 
witnesses  last  evening,  I  was  struck  by  the  SEC's  testimony,  and 
a  footnote  to  another  professor,  I  think  at  Columbia,  who  differed 
from  the  witnesses  today.  And  I  think  what  the  difference  was, 
that  professor,  I  believe,  said  you  didn't  need  these  massive  amend- 
ments or  exemptions  from  the  investment  company,  you  didn't  need 
a  whole  new  scheme,  that  there  were  just  several  provisions  that 
they  could  be  exempted  from.  And  then  they  could  do  what  they 
wanted  to  do.  Because  I  think  as  I  said  before,  we  testified  today 
to  the  witnesses  to  my  left,  I  think  the  proposal  intrigues  me.  The 
concept  of  this  type  of  investment  company.  But  I  think  rather 
than  try  to  create  a  whole  class  exempt  from  core  provisions  of  the 
Act,  I  would  rifle-shoot  it  and  find  the  one  or  two  provisions  that 
prevent  them  from  doing  what  they  want. 

And  I  think  it  is  a  mistake  to  say  why  should  their  employees 
be  exempt  from  carrying  fidelity  bonds  against  theft  and  embezzle- 
ment? Why  are  they  different  that  way?  They  can't  hold  their  own 
assets.  They  have  to  be  held  by  an  independent  custodian  bank.  It 
seems  that  in  an  effort  to  be  comprehensive,  with  all  due  respect, 
they  went  too  far. 

And  I  think  a  speedier  alternative  to  Senator  Tsongas's  approach 
might  be  for  them  to  identify  the  two  or  three  provisions  of  the  Act 
that  prevent  them  from  doing  what  they  want  to  do  and  have  the 
Congress  direct  the  SEC  to  come  up  with  exemptions  for  those.  But 
the  short  answer  is  that  I  think  the  provisions  are  far  broader  than 
are  needed  to  accomplish  what  they  want. 

Mr.  MooRHEAD.  Mr.  Beese,  45  States  authorized  BIDCO's,  but 
there  are  only  13  in  existence  in  10  States.  Venture  capitalists  who 
want  to  form  one  of  these  must  seek  a  case-by-case  exemption  from 
the  SEC  for  the  provisions  in  the  Investment  Company  Act.  Has 
the  SEC  turned  down  any  of  these  applications?  Why  do  you  think 
there  are  so  few  companies  in  existence  at  this  time? 
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Mr.  Beese.  The  SEC  really  hasn't  turned  down  many  of  these 
applications.  What  you  see  in  the  marketplace  is  by  and  large  what 
has  been  proposed. 

With  respect  to  MSIC's,  I  am  intrigued  with  the  type  of  approach 
that  allows  us  to  experiment  and  negotiate  once  we  do  get  actual 
experience.  I  have  to  note  that  in  the  14  years  that  I  spent  on  Wall 
Street,  I  did  see  a  number  of  companies  rescued  by  a  new  share- 
holder coming  in  and  putting  new  capital  into  the  company,  some- 
what along  the  lines  of  what  is  proposed,  thereby  bringing  signifi- 
cant assistance  to  that  company.  And  the  times  where  I  have  seen 
that,  the  company  has  been  searching  for  that  type  of  shareholder 
and  is  seeking  out  that  type  of  assistance,  and  I  have  to  say  that 
is  one  of  the  reasons  I  am  intrigued.  Although,  I  think  as  Mr.  Fink 
noted,  while  he  and  I  often  agree,  we  disagreed  this  morning.  I  did 
agree,  however,  when  he  said  that  we  could  do  this  in  a  more  rifle- 
shot approach  than  what  has  been  proposed. 

Mr.  MOORHEAD.  The  chairman  has  been  gracious  this  morning  in 
letting  us  ask  our  questions  first,  which  I  appreciate. 

Mr.  Markey.  Thank  you.  The  gentleman's  time  has  expired. 

The  MSIC  proposal  would  require  that  stakes  in  portfolio  compa- 
nies be  held  for  2  years.  Now,  for  a  Wall  Street  trader,  that  is  basi- 
cally the  equivalent  of  a  millennia.  And  part  of  what  all  of  this  dis- 
cussion emanates  from  is  the  realization  that  the  short-term  hori- 
zon of  som.e  American  investors  actually  inhibits  the  ability  of 
CEO's  like  George  Hatsopoulos  to  focus  on  long-term  needs.  If  any- 
thing, we  should  develop  "George  Hatsopoulos  cloning  legislation" 
and  put  one  of  him  in  every  company  in  the  country.  And  then  they 
would  have  a  much  greater  likelihood  of  being  successful.  Why 
have  you  selected  2  years,  and  what  problem  is  it  that  you  are  ad- 
dressing by  selecting  that  number? 

Mr.  TSONGAS.  I  think  the  2  years  was  picked  in  historic  Congres- 
sional tradition 

Mr.  Markey.  I  can  respect  that. 

Mr.  TsONGAS.  That  is  why  I  raised  it.  That  is  a  very  negotiable 
number.  My  proposal  on  capital  gains  which  is  a  zero  capital  gains 
tax  for  securities  held  long-term,  looked  at  5  years.  I  think  the  in- 
stinct here  was  to  produce  a  number  that  was  within  the  relevance 
of  the  traders  you  just  made  reference  to. 

My  personal  interest  would  be  a  longer  number.  A  longer  term, 
but  again  if  we  are  going  to  all  sit  down  and  work  this  thing  out, 
I  think  that  number  is  not  cast  in  concrete.  My  instinct  is  for  a 
longer  term,  but  it  is  not  something  that  we  are  all  that  concerned 
about. 

Mr.  Markey.  Mr.  Stenbeck,  can  you  give  us  your  thoughts  on 
that  issue? 

Mr.  Stenbeck.  I  don't  think  that  you  can  think  in  terms  of  rela- 
tional investing  for  a  2-year  period.  I  think  the  objective  of  the  in- 
vestor will  always  be  much  longer.  The  risks  of  buying  into  some- 
thing new  is  always  underestimated.  So  if  you  are  in  a  situation 
and  feel  comfortable,  I  think  very  seldom  do  you  want  to  sell  out. 
Whereas  the  appropriate  guideline  in  the  American  context,  I  am 
not  the  right  person  to  indicate,  but  certainly  2  years  is  a  very 
short  time  period  if  you  want  to  effect  change  in  a  company. 
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Mr.  Markey.  Now,  when  I  talk  to  CJeorge  Hatsopoulos,  he  tells 
me  that  he  never  has  less  than  50  percent  European  capital  in- 
vested in  his  firms  because  he  can't  stand  having  American  inves- 
tors looking  over  his  shoulder  each  year.  Can  you  talk  to  us  a  little 
bit  about  the  difference  in  culture  that  exists  between  Europe  and 
the  United  States. 

Mr.  Stenbeck.  Well,  I  hesitate  only  because  I  think  that  the 
American  system  works  in  reality  very  well.  And  that  there  are  is- 
sues in  all  systems,  there  are  things  that  you  want  to  improve.  And 
I  think  that  in  the  American  system,  professional  management 
have  become  too  entrenched.  I  think  it  would  be  very  good  if  the 
chairman  was  not  an  inside  director  or  executive  but  was  an  out- 
side director  so  that  the  highest-ranking  corporate  officer  would  be 
the  president  in  a  company  to  again  strengthen  the  balance  on  the 
board. 

And  so  there  are  a  number  of  things  like  that  you  can  do.  When 
it  comes  to  an  investment  company,  working  like  this,  the  investor 
looks  towards  the  underl3dng  values  of  the  investment.  And  they 
are  very  often  publicly  traded.  And  in  that  sense,  the  stock  price 
moves  continuously  based  on  the  anticipation  of  the  future.  But  it 
doesn't  mean  that  the  people  look  to  consolidate  the  actual  results 
in  the  short  time  periods,  because  they  are  made  up  the  results  of 
several  different  companies  so  they  look  towards  each  underlying 
company  instead.  And  I  think  that  tends  to  allow  management  to 
take  a  longer-term  view. 

Mr.  Markey.  Commissioner  Beese,  economists  are  always  mak- 
ing assumptions,  invariably  incorrect,  about  the  decisions  of  aver- 
age consumers.  I  think  to  some  extent,  we  also  make  incorrect  as- 
sumptions about  investors,  amongst  other  things,  the  definition  of 
a  sophisticated  investor.  After  my  many  long  years  on  this  sub- 
committee, I  am  of  the  opinion  that  many  people  who  are  consid- 
ered to  be  sophisticated  investors  are  just  as  likely  to  have  their 
pockets  picked  as  a  tourist  on  the  New  York  subway,  and  just  as 
speedily,  too,  if  the  correct  proffer  can  be  made  to  them. 

Could  you  talk  to  us  about  the  problem  in  developing  a  definition 
of  a  "qualified  purchaser."  What  are  the  ingredients  and  how 
should  we  view  the  definition  in  S.  479  given  what  we  have  learned 
over  the  last  several  years? 

Mr.  Beese.  Congressman,  I  think  as  you  correctly  pointed  out,  no 
one  has  repealed  the  laws  of  human  nature,  and  where  you  have 
active  capital  markets,  you  will  have  an  element  of  fraud.  And  in 
all  of  our  discussion  this  morning,  no  one  has  talked  about  repeal- 
ing any  of  the  laws  that  apply  to  fraud. 

I  think  one  of  the  ways  that  we  can  allow  for  vibrant  capital 
markets  is  by  a  very  vigorous  enforcement  program,  and  we  will 
maintain  a  very  vigorous  enforcement  program. 

In  the  BDC  example,  there  are  a  number  of  examples  in  regard 
to  the  enforcement  problems  that  have  existed  with  BDC's.  It  is 
true  that  there  are  approximately  44  BDC  companies  in  the  coun- 
try, and  we  have  had  seven  enforcement  actions  over  the  past  sev- 
eral years.  Because  of  that,  we  have  stepped  up  our  enforcement 
effort  and  our  inspection  effort  there. 

Over  the  last  year,  in  inspecting  BDC's,  we  inspected  25  percent 
of  all  the  BDC's  outstanding  in  this  country  and  we  found  a  compli- 
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ance  record  that  was  absolutely  on  track  with  all  other  investment 
companies.  I  think  that  is  an  area  where  our  enforcement  efforts 
have  clearly  worked. 

A  qualified  purchaser  is  at  times  a  victim  of  fraud,  and  that  is 
prosecuted.  At  times  they  may  be  the  victim  of  making  mistakes. 
Part  of,  I  believe,  what  the  system  is  premised  on,  is  that  type  of 
qualified  investor  should  be  allowed  to  make  mistakes  and  should 
be  allowed  to  lose  money.  We  are  not  trying  to  legislate  against  los- 
ing money. 

Mr.  Markey.  What  about  pension  funds?  Should  pension  funds 
be  eligible  for  these  qualified  purchaser  pools? 

Mr.  Beese.  Certainly,  I  think  they  have  this  capability  and  are 
the  type  of  sophisticated  investor  that  can  make  decisions  for  them- 
selves. 

Mr.  Markey.  Let  me  go  to  you,  Mr.  Guthary,  you  are  on  the 
frontlines  and  the  first  to  hear  from  those  who  are  ostensibly  quali- 
fied now  declaring  bankruptcy.  How  would  you  differ  if  at  all,  from 
Commissioner  Beese's  assessment? 

Mr.  Guthary.  I  think  on  this  one,  I  don't  think  we  do  differ,  in 
the  sense  that  I  think  at  100  million  or  even  at  10  million,  I  don't 
know  that  you  can  protect  them  from  fraud.  I  think  what  that  fo- 
cuses on  is  their  ability  to  cover  their  loss,  which  is  more  the  actor 
there  rather  than  sophistication.  Money  is  simply  a  substitute  for 
sophistication. 

The  SEC  has  rules  that  require  sophistication  in  Regulation  D 
that  are  not  tied  to  money.  Those  kinds  of  rules  become  fairly 
meaningless.  You  tie  it  to  a  person's  net  worth  and  you  achieve  a 
net  worth  where  the  person  most  likely  can  suffer  a  loss  and  your 
interest  goes  away  so  much  because  you  are  basically  taking  a  ca- 
veat emptor  approach  to  that  person  because  they  can  pay  for  that. 
The  consequences  are  not  as  devastating.  But  I  think  when  you  get 
below  that,  you  do  get — and  I  don't  believe  the  credit  investor 
standard  anymore  is  nearly  enough  to  protect  most  people. 

Mr.  Markey.  One  final  question  to  you,  Mr.  Fink.  Would  you  be 
willing  to  work  with  Senator  Tsongas  and  his  colleagues  here  in 
trying  to  narrow  the  differences  that  exist  in  that  approach  versus 
that  which  was  initially  proffered  here  in  the  MSIC  area?  We  seem 
to  all  have  the  same  objectives. 

My  question  would  be  whether  or  not  it  would  be  possible  to 
work  together  to  narrow  and  to  find  something  that  might  be  mu- 
tually acceptable. 

Mr.  Fink.  Sure.  We  would  be  most  happy  to. 

Mr.  Markey.  It  would  be  helpful  to  us  to  and  beneficial  to  the 
country  to  find  something  that  would  be  acceptable  to  all  parties. 

I  apologize  to  one  and  all  for  the  relatively  short  hearing.  In  a 
few  moments,  an  historic  Joint  Session  of  Congress  will  begin,  and 
for  the  first  time  we  are  going  to  have  two  heads  of  state  address 
the  Congress  simultaneously.  I  guess  they  will  proceed  one  after 
the  other  but — they  will  be  appearing  simultaneously.  I  think  that 
the  members  would  like  to  see  it. 

Do  you  have  any  closing  comments? 

We  are  going  to  work  with  all  of  our  witnesses  and  with  Senator 
Dodd  on  the  Senate  side.  I  think  there  is  a  great  deal  of  interest, 
of  a  bipartisan  nature,  in  working  on  the  proposals  referred  to  this 
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morning  by  our  distinguished  witnesses.  I  would  like  to  work  with 
the  witnesses  and  others  who  may  be  concerned  with  the  objective, 
hopefully,  of  producing  something  that  could  be  beneficial  to  the 
American  economy,  and  especially  to  the  country's  small  busi- 
nesses. 

With  that,  we  call  this  hearing  to  a  close. 

Thank  you. 

[Whereupon,  at  11  a.m.,  the  hearing  was  adjourned.] 

[The  following  material  was  received  for  the  record:] 
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Statement  or 


Robert  Todd  Lang 

Senior  Partner* 

Weil,  Gotshal  &  Manges 

New  York,  New  York 


INTRODUCTION 

I  appreciate  this  opportunity  to  comment  regarding  certain  provisions  of  the 
Small  Business  Incentive  Act  of  1993  (the  "SBIA").   I  am  hopeful  that  the  discussion  and 
recommendations  set  forth  below  will  be  of  assistance  in  the  formulation  of  an  appropriate 
standard  for  the  exemption  of  qualified  purchasers  under  the  Investment  Company  Act  of 
1940,  as  amended  (the  "Act"). 


BACKGROUND 

Section  3(c)(1)  of  the  Act  exempts  from  the  definition  of  investment  company 
"any  issuer  whose  outstanding  securities  (other  than  short-term  paper)  are  beneficially  owned 
by  not  more  than  one  hundred  persons  and  which  is  not  making  and  does  not  presently 
propose  to  make  a  public  offering  of  its  securities. " 

Although  a  review  of  the  House  and  Senate  Reports  which  accompanied  the 
Act  does  not  reveal  the  reason  for  limiting  the  size  of  unregulated  private  investment 
companies  to  100  beneficial  owners,'  the  Securities  and  Exchange  Commission  (the  "SEC") 
has  stated  in  In  re  Maritime  Corporation.  9  S.E.C.  906,  909  n.2  (1941),  that  the  "limitation 
of  100  shareholders  in  Section  3(c)(1)  obviously  is  an  arbitrary  figure"  and  that  "Section 
3(c)(1)  .  .  .  clearly  indicates  that  it  was  not  intended  to  bring  private  companies  within  the 
purview  of  the  Act." 

The  House  and  Senate  Reports  which  accompanied  amendments  to  the  Act  in 
1980  shed  further  light  on  this  issue:    "Section  3(c)(1)  was  intended  to  exclude  from  the  Act 
private  companies  in  which  there  is  no  significant  public  interest  and  which  are  therefore  not 
appropriate  subjects  of  federal  regulation."^ 

In  June,  1990,  the  SEC  requested  public  comment  on  the  need  to  modernize 
the  regulation  of  pooled  investment  vehicles  under  the  federal  securities  laws.   One  of  the 
many  issues  on  which  comments  were  received  was  Section  3(c)(1). 


1.  H.R.  Rep.  No.  2639,  76th  Cong.,  3d  Sess.  (1940)  and  S.  Rep.  No.  1775,  76th  Cong.,  3d 
Sess.  (1940). 

2.  H.R.  Rep.  No.  1341,  96th  Cong.,  2d  Sess.  35  (1980)  and  S.  Rep.  No.  958,  96th  Cong., 
2d  Sess.  20  (1980). 
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In  May,  1992,  the  SEC's  Division  of  Investment  Management  released  its 
report  ~  Protecting  Investors:    A  Half  Century  of  Investment  Company  Regulation  - 
recommending  certain  legislative  and  rulemaking  changes  to  the  Act.    In  its  letter  submitting 
the  report,  the  Division  stated  that  the  changes  being  recommended  "will  promote  investor 
protection,  encourage  innovation  and  flexibility,  and  facilitate  competition  and  capital 
formation  by  removing  unnecessary  regulation." 

Prior  to  the  release  of  the  report,  the  SEC  approved  the  Division's 
recommendations  on  private  investment  companies  and  such  recommendations  were  included, 
at  the  SEC's  request,  as  part  of  the  Small  Business  Incentive  Act  of  1992  that  was  introduced 
in  the  Senate  and  House  in  April,  1992.'  No  action  was  taken  on  the  proposed  legislation 
before  the  102d  Congress  adjourned  and  it  was  reintroduced  in  the  Senate  in  March,  1993  as 
the  Small  Business  Incentive  Act  of  1993.''  Hearings  were  held  on  the  bill  in  March,  1993 
before  the  Securities  Subcommittee  of  the  Banking,  Housing  and  Urban  Affairs  Committee  of 
the  Senate. 

On  November  2,  1993,  the  Senate  approved  the  SBIA  and,  on  November  3, 
1993,  it  was  referred  to  the  Telecommunications  and  Finance  Subcommittee  of  the  Energy 
and  Commerce  Committee  of  the  House. 

One  of  the  objectives  of  the  SBIA  is  to  alleviate  the  current  small  business 
credit  crunch  by  making  it  easier  for  individuals  and  entities  to  invest  significant  sums  of 
money  in  small  businesses.   To  accomplish  this  objective,  with  respect  to  private  investment 
companies,  the  SBIA  creates  a  new  exemption,  Section  3(c)(7)  of  the  Act,  from  the  definition 
of  an  investment  company. 

Section  3(c)(7)  would  exempt  from  the  definition  of  investment  company  "any 
issuer  whose  outstanding  securities  are  owned  exclusively  by  persons  who,  at  the  time  of 
acquisition  of  such  securities,  are  qualified  purchasers.  ..."    "Qualified  purchasers"  would 
be  defined  in  a  new  Section  2(a)(51)  of  the  Act,  in  part  to  include  (A)  any  natural  person 
who  owns  at  least  $10,000,0(X)  in  securities  of  issuers  and  (B)  any  person,  acting  for  its  own 
account  or  the  accounts  of  other  qualified  purchasers,  who,  in  the  aggregate,  owns  and 
invests  on  a  discretionary  basis  not  less  than  $100,(X)0,(XX)  in  securities  of  issuers.   The  Act 


3.  S.  2518,  I02d  Cong.,  2d  Sess.  (Apr.  2,  1992);  H.R.  4938,  102d  Cong.,  2d  Sess.  (Apr. 
9,  1992).  The  Senate  bill  was  introduced  by  Sens.  Dodd,  Gramm,  Riegle,  Gam,  D'Amato, 
Kassebaum,  Wirth,  Sanford,  Mack  and  Kasten. 

4.  S.  479,  103d  Cong.,  1st  Sess.  (Mar.  2,  1993). 
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also  authorizes  the  SEC  to  reduce  these  standards  based  on  factors  that  are  consistent  with 
the  purpose  of  Section  2(a)(51). 

I  believe  that  proposed  Section  3(c)(7),  while  a  step  in  the  right  direction,  is 
unnecessarily  limited  in  terms  of  achieving  the  objective  of  enabling  private  investment 
companies  to  raise  capital  for  investment  without  sacrificing  the  protection  of  investors.    In 
short,  I  believe  that  it  constitutes  unnecessary  regulation.    There  are  substantial  numbers  of 
wealthy  and  sophisticated  individuals,  as  well  as  smaller  institutions,  who  have  the 
sophistication  and  resources  to  make  independent  investment  judgments  regarding  private 
investments  without  requiring  the  protection  of  the  Act. 

In  the  past  few  months  there  has  been  significant  public  attention  to  the  trading 
in  derivatives  and  other  complex  securities  by  brokerage  firms,  industrial  companies,  hedge 
funds,  banks  and  other  financial  institutions.    I  submit  that  consideration  of  these  activities  is 
a  different  topic  than  an  appropriate  definition  of  a  qualified  purchaser.    Indeed,  independent 
consideration  of  these  activities  has  been  undertaken  by  the  Congress  and  by  the  SEC.    In  an 
effort  to  obtain  more  information  on  these  activities  by  all  of  those  who  are  engaged  in  such 
trading,  the  SEC,  for  example,  has  recently  reproposed  Rule  13h-l  (pursuant  to  Section  13 
of  the  Securities  Exchange  Act  of  1934)  to  establish  an  activity-based  identification,  record- 
keeping and  reporting  system  for  large  trader  accounts,  and  transactions  which  will  provide  it 
with  the  information  necessary  to  reconstruct  trading  activity  in  periods  of  market  stress  and 
for  surveillance,  enforcement  and  other  regulatory  purposes.'   Furthermore,  the  activities  of 
private  investment  entities  will  change  over  time  in  response  to  the  need  and  interests  of 
investors;  the  proposed  exemption  should  not,  therefore,  be  related  to  these  current  activities. 

While  there  is  no  single  absolute  standard  to  achieve  the  objectives,  I  have  set 
forth  below  certain  proposals  which  are  intended  to  provide  full  protection  for  qualified 
investors  and,  at  the  same  time,  enable  wealthy  and  sophisticated  individuals  and  institutions 
to  make  their  own  investment  decisions  without  being  subject  to  regulation  under  the  Act. 


5.    Separately,  the  Department  of  the  Treasury  was  recently  granted  rulemaking  authority, 
pursuant  to  the  Government  Securities  Act  Amendments  of  1993  (Pub.  L.  No.  103-202),  for 
large  position  reporting  solely  with  respect  to  the  government  securities  market.   In  addition, 
the  Commodity  Exchange  Act  requires  reporting  to  the  Commodity  Futures  Trading 
Commission  by  large  traders  having  a  financial  interest  in  a  future  or  other  commodity  which 
equals  or  exceeds  a  fixed  reporting  level. 
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PROPOSALS 

1.         Definition  of  "Qualified  Purchaser" 

In  my  view,  the  thresholds  that  are  set  forth  in  the  definition  of  "qualified 
purchaser"  in  Section  2(a)(51)  are  substantially  in  excess  of  what  is  required  to  promote 
investor  protection.    In  fact,  they  would  preclude  many  wealthy  and  sophisticated  individuals 
and  smaller  to  mid-size  entities,  that  have  the  degree  of  knowledge  and  experience  in 
financial  and  business  matters  that  would  enable  them  adequately  to  evaluate  the  merits  and 
risks  of  their  investments,  from  being  afforded  the  opportunity  to  invest  in  these  private 
investment  entities.   The  proposed  thresholds  would  apply  to  relatively  few  investors  and 
thereby  limit  significantly  the  capital  available  for  investment  in  new  businesses.   The 
$100,000,000  threshold  is  based  on  Rule  144 A's  definition  of  "qualified  institutional  buyer." 
It  is  only  one  of  a  number  of  sophisticated  investor  tests  in  the  federal  securities  laws  and 
does  not  represent  any  specific  determination  that  such  a  high  standard  is  needed  to  protect 
investors. 

I  suggest  that  a  standard  be  adopted  for  this  purpose  which  is  specifically 
designed  to  meet  the  objectives  of  capital  formation  and  investor  protection.   The  standards 
should  eliminate  the  potential  that  these  types  of  investments  would  be  sold  on  a  "retail" 
basis  to  investors  who  may  be  relatively  unsophisticated. 


follows: 


I  therefore  suggest  that  the  definition  of  "qualified  purchaser"  be  modified  as 


(i)  natural  persons,  which  would  include  investment  entities  under  the 
control  of  those  persons,  such  as  trusts,  estates,  private  foundations,  family- 
controlled  partnerships  or  corporations  and  privately-owned  pension  or  profit- 
sharing  plans  or  IRAs,  should  be  deemed  "qualified  purchasers"  if  they  have 
an  annual  income  of  at  least  $500,000  or  own  not  less  than  $5,000,000  of 
investment  assets,  on  an  individual  or  joint  basis  (including  securities  and  other 
assets  such  as  real  estate,  but  excluding  non-investment  assets  such  as  homes, 
jewelry  and  art); 

(ii)   entities,  which  would  include  those  other  types  of  institutional 
entities  included  in  the  Rule  144A  definition  of  "qualified  institutional  buyer," 
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should  be  deemed  "qualified  purchasers"  if  they  own  and  invest  on  a 
discretionary  basis  not  less  than  $15,000,000  of  investment  assets;*  and 

(iii)   employees  and  other  persons  performing  services  for  the  private 
investment  company  (either  individually  or  through  an  entity  for  the  benefit  of 
employees  formed  for  the  purpose  of  making  the  investment)  should  be 
deemed  "qualified  purchasers"  without  having  to  satisfy  any  income  or  asset 
thresholds. 

These  thresholds,  based  upon  my  experience,  would  make  these  types  of 
investments  available  only  to  those  investors  who  are  financially  sophisticated  and  do  not 
require  the  protection  of  the  Act.    As  proposed,  they  would  be  significantly  in  excess  of  the 
Regulation  D  standards  and  the  thresholds  under  Rule  205-3  of  the  Investment  Advisers  Act 
of  1940.   Those  investors  who  meet  these  standards  are  experienced  not  only  in  making  the 
initial  investment  decision,  but  also  have  the  capability  of  monitoring,  in  the  same  manner  as 
they  do  now  within  the  100-person  limitation,  the  continuing  performance  of  the  private 
investment  company. 

In  order  to  satisfy  any  concerns  that  participation  could  be  available  to 
unsophisticated  investors  even  under  these  substantial  standards,  I  recommend  an  additional 
requirement  that  all  qualified  purchasers  (other  than  employees  and  others  f)erforming 
services  for  the  private  investment  company)  be  required  to  invest  a  minimum  of  $500,000  in 
the  private  investment  company.    Any  investor  (other  than  employees  and  others  performing 
services)  who  invests  less  than  $500,000  would  be  included  in  the  100-person  limitation. 
The  combination  of  an  annual  income/asset  ownership  threshold  and  a  minimum  size  of 
investment  test  would  create  a  unique  requirement  that  would  eliminate  the  potential  that 
unsophisticated  investors,  who  would  require  the  protection  of  the  Act,  would  participate  in  a 
private  investment  company  that  is  not  regulated  by  the  Act. 

With  respect  to  the  addition  of  employees  to  the  definition  of  qualified 
purchaser  (without  regard  to  an  annual  income  or  asset  ownership  standard),  I  do  not  believe 
that  this  group  of  investors  would  be  unsophisticated  and  without  investment  experience  or 
knowledge.   On  the  contrary,  this  group  will  be  among  the  most  knowledgeable  and 
sophisticated  of  investors  because  they  are  the  ones  who  are  dealing  directly  with  the 
particular  investments  made  by  the  private  investment  company.    Additionally,  in  many 


6.    Entities  would  include  an  insurance  company,  business  development  company,  employee 
benefit  plan,  an  organization  described  in  Section  501(c)(3)  of  the  Internal  Revenue  Code, 
corporation,  partnership,  Massachusetts  or  similar  business  trust  and  investment  advisor, 
except  for  those  entities  specifically  described  in  clause  (i)  above. 
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cases,  investment  opportunities  are  offered  to  employees  as  an  integral  part  of  their 
employment  arrangements  (these  arrangements  may  also  be  achieved  by  having  the 
employees  participate  in  the  investment  opportunity  through  an  entity  formed  for  such 
purpose).   To  deny  them  the  opportunity  to  invest  (because  their  participation  may  otherwise 
cause  the  private  investment  company  to  exceed  the  100-person  limitation  and  be  required  to 
.register  under  the  Act),  may  result  in  such  employees  terminating  their  relationship  with  the 
private  investment  company,  denying  the  entity  and  its  investors  talented  managers  of  their 
investment  activities. 

I  agree  with  the  Division  of  Investment  Management  that  the  SEC  should  be 
authorized  to  review,  and  possibly  adjust  (under  its  rulemaking  authority),  the  standards  of 
sophistication  after  the  SEC  gains  experience  (based  on  factors  that  are  consistent  with  the 
proposals). 

2.         The  Exclusivity  Requirement. 

It  is  possible  to  provide  fully  for  investor  protection  and  still  permit  either 
existing  or  newly-formed  private  investment  companies  to  admit  not  more  than  100  persons 
(without  regard  to  their  sophistication  or  other  qualifications)  and  an  unlimited  number  of 
qualified  purchasers.    There  is  no  evidence  that  this  commingling  of  sophisticated  investors 
and  unsophisticated  investors  would  give  rise  to  the  types  of  abuse  the  Act  was  designed  to 
address.    It  is  more  likely,  in  fact,  that  qualified  purchasers  would  have  the  experience, 
initiative,  bargaining  power  and  know-how  to  negotiate  "economic"  provisions  favorable  to 
all  those  who  invest  in  the  private  investment  company.   As  a  safeguard,  it  would  be 
appropriate  to  require  that  reliance  on  this  exemption  be  subject  to  there  being  no 
discrimination,  on  a  financial  basis,  between  qualified  and  non-qualified  investors.    For 
example,  terms  regarding  allocation  of  profits,  distributions,  management  fees,  redemptions 
and  governance  would  be  the  same  for  all  investors.    It  is  not  intended  by  this  proposal  that 
qualified  purchasers  use  their  bargaining  power  to  establish  a  capital  structure  in  a  private 
investment  company  that  provides  them  with  special  rights  or  privileges  not  available  to  other 
investors. 

Private  investment  entities  operate  under  organic  agreements  which  provide  for 
the  relationship  between  the  investors  and  the  managers  and  the  economic  terms  of  the 
investment.   It  is  accepted  practice  that  all  investors  pay  the  same  price  for  their  capital 
interest  and  the  allocation  of  profits  and  losses  is  based  upon  their  proportionate  share  of 
capital  at  the  applicable  period  of  time.    If  an  investor  is  admitted  to  the  entity  subsequent  to 
its  organization,  it  is  based  upon  current  valuation  on  a  marked-to- market  basis.   Therefore, 
regardless  of  when  an  investor  contributes  his  capital  he  is  treated  the  same  whether  or  not 
he  is  a  qualified  purchaser. 
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To  further  alleviate  any  concern  about  commingling  qualified  and  non-qualified 
purchasers  in  one  private  investment  company,  I  would  recommend  that  in  a  commingled 
entity  all  non-qualified  purchasers  (other  than  employees  and  others  performing  services  for 
the  private  investment  company)  be  required  to  invest  at  least  $250,000  in  the  private 
investment  company. 

If  the  private  nature  of  these  investment  companies  is  a  matter  of  concern  and, 
although  I  believe  it  unnecessary,  as  a  transitional  matter  (subject  to  future  adjustment  by  the 
SEC)  it  would  be  acceptable  to  limit  the  number  of  investors  in  such  a  commingled  fund  to 
300.   This  would  be  consistent  with  Section  12(g)  of  the  Securities  Exchange  Act  of  1934 
that  allows  termination  of  the  registration  of  any  class  of  security  if  the  number  of 
recordholders  of  such  class  of  security  is  reduced  below  300  persons. 

3.   Miscellaneous 

In  addition  to  the  recommendations  described  above,  there  are  a  number  of 
other  interpretative  issues  arising  out  of  the  application  of  Section  3(c)(7),  as  finally  adopted. 

•  The  definition  of  "natural  person"  in  Section  2(a)(51)  should  be  expanded 
to  include  investment  entities  under  the  control  of  such  natural  persons,  such  as  trusts, 
estates,  private  foundations,  family-controlled  partnerships  or  corporations  and  privately- 
owned  pension  or  profit-sharing  plans  or  IRAs. 

•  Section  3(c)(7)  provides  that  one's  status  as  a  qualified  purchaser  is 
determined  "at  the  time  of  acquisition"  of  the  securities  of  the  private  investment  company. 
Such  status  should  not  be  reviewed  each  time  the  investor  purchases  additional  securities  and 
should  continue  if  such  investor's  interest  passes  (by  operation  of  law  or  otherwise)  to 
someone  who  is  not  a  qualified  purchaser  (such  as  succession  upon  death,  dissolution  of  an 
entity  or  any  other  change  in  circumstance). 

•  Clauses  (A)  and  (B)  of  Section  2(a)(51)  should  provide  that  the  capital 
contribution  by  a  qualified  purchaser  to  a  particular  private  investment  company  (regardless 
of  the  level  of  the  threshold)  would  be  counted  in  determining  the  amount  of  investment 
assets  owned  by  that  persoa. 

•  The  thresholds  should  include  investment  assets  of  the  investor  and  not  only 
"securities  of  issuers." 
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•    Private  investment  companies  should  be  entitled  to  rely  in  the  future  and 
retroactively  on  good  faith  and  reasonableness  in  complying  with  the  conditions  of 
determining  an  investor's  status  as  a  qualified  purchaser.    This  is  consistent  with  the  Report 
of  the  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs  that  accompanied  the  Act. 
The  Division  of  Investment  Management  has  indicated  that  it  is  not  necessarily  opposed  to 
such  a  provision,  but  believes  that  it  would  be  best  addressed  through  the  SEC's  rulemaking 
authority  contemplated  under  Section  3(c)(7). 


CONCLUSION 

President  Clinton  has  stressed  that  the  interests  of  small  business  in  raising 
capital  are  an  important  factor  in  our  national  economy.   Commentators  recognize  that 
private  investment  companies  play  a  critical  role  in  the  formation  of  capital  for  small 
businesses.   They  attract  capital  from  sophisticated  institutional  and  individual  investors  who 
wish  to  invest  in  all  types  of  businesses,  but  do  not  have  the  desire  to  monitor  or  manage 
such  investments.   These  investors  seek  to  diversify  their  capital  (and  reduce  their  risk)  with 
a  mix  of  professional  managers  who  provide  expert  transactional  and  portfolio  management. 

The  current  regulatory  scheme  provides  an  unfair  disadvantage  to  U.S. 
investors  because  offshore  pools  of  capital  are  formed  to  raise  funds  from  foreign  investors 
for  investment  in  the  U.S.  without  regard  to  the  100-person  limitation.   As  described  above, 
the  current  Section  3(c)(1)  artificially  impedes  continued  capital  formation  by  U.S.  private 
investment  companies.    A  new  Section  3(c)(7),  modified  based  on  the  recommendations 
described  herein,  would  increase  capital  formation  for  small  businesses  because  managers  of 
private  investment  companies,  who  now  must  carefully  monitor  the  number  of  their 
beneficial  owners  to  ensure  that  Section  3(c)(1)  remains  available  (thereby  artificially 
impeding  continued  capital  formation  and  investment  by  such  companies),  will  be  permitted 
to  raise  additional  capital  for  investment.   This  will  enhance  the  flow  of  venture  capital  to 
new  businesses  by  increasing  the  number  of  participants  in  (and  the  amount  of  capital  for) 
the  investment  process,  at  all  times  in  a  manner  consistent  with  the  public  interest  and  the 
objectives  of  the  Act. 

I  respectfully  submit  that  the  proposals  described  above  strike  an  appropriate 
balance  between  the  public  policy  goal  of  protecting  unsophisticated  investors  and  facilitating 
capital  formation  by  persons  and  entities  through  private  investment  companies  for 
investment  in  all  types  of  businesses. 
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Statement  of  David  E.  Shaw,  Ph.D. 
Chairman  of  D.  E.  Shaw  &:  Co.,  Inc. 


I.  Introduction 

Thank  you  very  much  for  allowing  us  to  communicate  our  views  on  Senate  Bill  479.  also 
known  as  the  "Small  Business  Incentive  Act  of  1993"  (hereinafter  referred  to  as  the  "Bill" 
or  "S.  479").  At  the  outset,  we  would  like  to  stress  that  D.  E.  Shaw  &  Co.  applauds  the 
Bill's  dual  objectives  of  facilitating  the  flow  of  capital  to  existing  small  businesses  and 
promoting  the  formation  of  new  small  businesses  by  amending  certain  elements  of  the 
Securities  .Act  of  1933  (the  "1933  Act")  and  the  Investment  Company  .Act  of  1940  (the 
"1940  .Act" ).  Specifically,  we  endorse  provisions  contained  within  S.  479  that  allow  for  the 
creation  of  "qualified  purchaser"  investment  pools  without  the  restrictions  and  bureau- 
cratic overhead  associated  with  registration  as  an  investment  company.  These  qualified 
purchaser  pools  should  benefit  the  small  business  community  by  stimulating  the  flow  of 
sophisticated  investors'  money  into  intermediary  vehicles  such  as  venture  capital  funds. 
Similarly,  these  pools  would  relieve  sophisticated  investors  of  regulatory  protections  that 
seem  unwarranted  in  light  of  the  ability  of  such  investors  to  evaluate  investment  risk. 

II.  Background  on  D.  E.  Shaw  &;  Co. 

Founded  in  1988,  D.  E.  Shaw  &  Co.  engages  both  in  the  investment  of  its  own  capital 
within  the  securities  markets  and  the  provision  of  market-making  and  other  customer- 
oriented  aspects  of  the  securities  business.  One  of  our  newest  and  most  rapidly  devel- 
oping activities  involves  the  commitment  of  venture  capital  to  startup  and  early-stage 
firms  whose  business  plans  draw  heavily  on  the  application  of  advanced  computational 
technologies.  The  D.  E.  Shaw  group  of  companies  ranked  twentieth  in  aggregate  capital 
among  the  445  U.S.  securities  firms  listed  in  the  1993-1994  Securities  Industry  Yearbook, 
but  is  widely  regarded  as  a  leader  in  its  chosen  niche,  which  centers  on  various  aspects 
of  the  intersection  between  technology  and  finance.  The  group  includes  entities  which 
are  members  of  the  National  Association  of  Securities  Dealers,  the  Securities  Industry 
Association,  the  National  Futures  Association,  and  the  Cincinnati  Stock  Exchange,  and 
which  are  registered  with  the  United  States  Securities  and  Exchange  Commission,  the 
Commodity  Futures  Trciding  Commission,  the  International  Securities  Market  Associa- 
tion, and  the  United  Kingdom  Securities  and  Futures  Authority. 

III.  Importance  of  Senate  Bill  479 

D.  E.  Shaw  &  Co.  believes  the  small  business  sector  to  be  critical  to  the  continued  ex- 
pansion of  the  U.S.  economy.  As  noted  in  the  "Report  of  the  U.S.  Senate  Committee  on 
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Banking,  Housing,  and  Urban  Affairs  to  Accompany  S.  479,"  an  overwhelming  majority 
of  the  nation's  6.2  million  enterprises  employ  fewer  than  500  workers.  Moreover,  such 
firms  have  come  to  account  for  a  disproportionate  share  of  all  new  jobs  created  within 
the  American  economy.  Unfortunately,  it  has  become  increaisingly  difficult  for  many  of 
these  companies  to  secure  adequate  financing,  due  in  part  to  a  contraction  in  the  supply 
of  credit  provided  by  banks  and  other  lending  institutions  to  finance  the  growth  of  small 
businesses.  To  mitigate  the  effects  of  this  "'credit  crunch,"  a  number  of  legislative  bodies 
and  federal  agencies,  including  the  Senate,  the  Federal  Reserve  Board,  and  the  Securities 
and  Exchange  Commission,  have  recognized  the  need  to  ease  regulatory  burdens  in  an 
effort  to  make  capital  more  accessible  to  small  businesses.  We  believe  that  the  reforms 
outlined  in  S.  479  represent  significant  steps  toward  the  accomplishment  of  this  goal. 

rV.  Qualified  Purchaser  Status 

The  Bill  proposes,  among  other  things,  the  addition  of  Section  2(a)(51)  and  Section  3(c)(7) 
to  the  1940  .Act.  The  added  language  would  essentially  create  a  new  class  of  investment 
pool,  open  exclusively  to  investors  known  as  "qualified  purchasers."  that  would  not  be 
subject  to  regulation  as  an  investment  company  under  the  1940  Act.  These  qualified 
purchasers,  as  defined  under  2(a)(51),  would  be  required  either  to  satisfy  certain  rather 
stringent  financial  criteria  or  to  be  approved  for  participation  in  such  a  pool  by  the  Secu- 
rities and  Exchange  Commission  (''the  Commission''). 

According  to  Section  2(a)(51),  a  natural  person  who  owns  a  portfolio  of  securities  valued 
in  excess  of  $10  million  or  any  person  who  owns  and  invests  on  a  discretionary  basis 
securities  in  excess  of  $100  million  is  considered  a  qualified  purchciser  for  purposes  of  Sec- 
tion .3(c)(7).  We  believe  that  these  minimums  are  sufficiently  stringent  to  guarantee  that 
the  1940  Act's  fundamental  aim  of  investor  protection  is  not  undermined  in  any  way.  If 
these  thresholds  were  to  be  raised,  a.s  some  interested  parties  have  advocated,  status  as 
"qualified  purchaser"  would  be  available  to  so  few  investors  that  these  provisions  would  in 
practice  have  little  effect.  As  a  result,  the  additional  capital  flow  envisioned  by  the  Bill's 
authors  would  be  severely  reduced,  if  not  altogether  eliminated,  thereby  undermining  the 
stated  purpose  of  S.  479.  We  believe  the  current  proposal  properly  balances  the  goals  of 
promoting  investment  and  investor  protection,  and  would  thus  argue  against  any  proposal 
to  elevate  these  requirements  above  their  present  levels. 

S.  479's  allowance  for  Commission  discretion  with  respect  to  qualified  purchaser  eligi- 
bility for  persons  who  otherwise  do  not  meet  the  minimum  standards  set  forth  under 
Section  2(a)(51)  seems  a  reasonable  complement  to  the  minimums  discussed  above.  As 
the  Commission's  Division  of  Investment  Management  noted  in  a  recent  memorandum  to 
Chairman  Levitt,  such  "'rulemaking  authority  would  provide  the  Commission  with  flexi- 
bility to  respond  to  changing  financial  conditions  and  its  administrative  experience  with 
the  new  exception."  It  is  clear  to  us  that  the  Commission  has  the  expertise  necessary  to 
perform  this  monitoring  function,  and  we  agree  that  the  inclusion  of  such  discretionary 
powers  within  the  Bill  should  greatly  increase  the  likelihood  that  it  will  achieve  the  ob- 
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jectives  for  which  it  was  drafted  without  inrreeising  the  risk  to  naive  investors. 

As  an  example  of  a  ccise  in  which  agency  discretion  might  be  justified,  cissume  that  an 
investment  manager's  capital  initially  fulfills  the  requirements  for  qualified  purchasership. 
but  subsequently  falls  below  the  established  minimums  due  to  the  redemption  of  shares 
by  shareholders  in  order  to  meet  tax  obligations.  The  Commission  would  retain  the  right 
(but  would  not  be  obliged)  to  maintain  the  accreditation  of  such  a  manager  for  purposes 
of  investment  in  qualified  purchaser  vehicles,  based  on  the  manager's  history  as  an  expe- 
rienced and  sophisticated  investor. 

The  Commission  has  historically  demonstrated  exemplary  judiciousness  in  its  employment 
of  exemptive  authority,  as  in  the  cases  of  "qualified  institutional  buyers"  and  "accredited 
investors"  under  Rule  144 A  and  Regulation  D,  respectively,  of  the  1933  Act.  In  our  esti- 
mation. Congress  should  feel  confident  in  relying  on  the  continuance  of  this  exceptional 
level  of  agency  responsibility.  Although  the  Commission  is  empowered  by  Section  6(c)  of 
the  1940  Act  to  exercise  rulemaking  powers  should  it  deem  it  to  be  in  the  public  interest 
to  do  so,  it  is  appropriate  to  provide  express  authority  for  exemptive  relief  by  the  Com- 
mission for  purposes  of  qualified  purchaser  designation.  Consequently,  we  would  strongly 
recommend  against  any  erosion  of  the  Commission's  authority  to  determine  the  eligibility 
of  an  investor  or  cla^s  of  investors  to  participate  in  a  qualified  purchaser  pool. 

We  also  disagree  with  the  few  commentators  who  have  recently  proposed  to  limit  the 
application  of  Section  3(c)(7)  solely  to  pools  which  allocate  a  large  portion  of  their  capital 
to  small  businesses.  While  we  agree  that  this  section  (and,  indeed,  the  Bill  as  a  whole) 
is  likely  to  provide  substantial  benefits  to  the  small  business  sector,  the  ability  of  sophis- 
ticated investors  to  adequately  appraise  the  risks  associated  with  an  investment  pool  is 
in  no  way  enhanced  by  artificially  concentrating  the  holdings  of  such  a  pool  within  the 
smaller  capitalization  market  sector.  Indeed,  the  Commission's  Division  of  Investment 
Management,  in  a  May  1992  report  entitled  "Protecting  Investors:  A  Half  Century  of 
Investment  Company  Regulation,"  explicitly  argued  that  the  qualified  purchaser  exemp- 
tion would  serve  to  stimulate  investment  in  "small  businesses  as  well  cis  larger  concerns." 
We  agree  with  this  contention,  and  believe  that  any  issuer,  regardless  of  its  investment 
portfolio,  should  be  exempted  from  definition  as  an  investment  company  if  all  of  its  share- 
holders are  qualified  purchasers. 

V.  Employee  Investment  in  Exempt  Investment  Companies 

Section  3(c)(1)  of  the  1940  Act  exempts  from  definition  as  an  investment  company  an 
issuer  whose  shares  are  neither  publicly  offered  nor  beneficially  owned  by  more  than  100 
investors.  This  "private"  exemption  has  the  laudable  goal  of  freeing  smaller  pools  from 
regulatory  requirements  pursuant  to  the  1940  Act  that  would  be  so  burdensome  as  to 
make  the  cost  of  raising  capital  or  doing  business  prohibitively  high.  Unfortunately,  to 
date  there  has  been  no  noteworthy  legislative  initiative  that  would  allow  the  ordinary 
employees  of  such  a  pool  (and  not  just  its  general  partner)  to  share  in  the  pool's  profits 
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through  the  acquisition  of  an  equity  interest  in  the  pool  without  jeopardizing  the  firm's 
exempt  status  under  the  "lOO-investor  rule"  -  even  if  such  an  interest  is  provided  to  the 
employees  without  any  cost  to  the  employee.  Responding  to  considerable  employee  inter- 
est, D.  E.  Shaw  &  Co.  in  particular  has  expended  considerable  resources  in  an  attempt 
to  formulate  a  plan  to  allow  all  of  our  employees  to  maintain  investment  accounts  in  our 
firm.  Because  we  employ  more  than  100  individuals,  however,  we  thus  far  have  been 
unable  to  do  so  without  compromising  our  status  as  a  private  investment  company  under 
Section  3(c)(1). 

In  our  estimation,  private  investment  companies  are  placed  at  a  distinct  competitive  dis- 
advantage to  other  investment  firms,  both  foreign  and  domestic,  in  their  practical  inability 
to  offer  existing  and  potential  employees  an  opportunity  to  invest  in  their  employer.  Cor- 
porate morale  suffers  when  only  those  individuals  in  upper  management  positions  mav 
directly  participate  in  the  fortunes,  whether  good  or  bad.  of  the  company.  This  dispirited- 
ness  arises  when  private  investment  companies  find  themselves  in  the  awkward  position  of 
having  to  admit  large,  outside  investors  before  interested,  but  less  pecunious,  employees, 
due  to  the  limited  number  of  investment  "slots"  available  under  the  "100  investor  rule." 
This  situation,  which  we  assume  to  have  been  an  unanticipated  and  unintentional  conse- 
quence of  the  1940  Act,  could  be  remedied  if  the  Bill  were  modified  to  exclude  employees 
from  consideration  for  these  purposes  by  according  them  the  status  of  per  se  qualified 
purchasers  under  the  amendment  to  Section  2(a),  and  amending  the  existing  version  of 
Section  3(c)(1)  such  that  they  would  not  be  counted  toward  the  100  investor  limit. 

It  should  be  noted  that  the  issue  of  employee  investment  in  an  exempt  pool  would  not 
be  resolved  by  the  enactment  of  S.  479  in  its  current  form.  Under  the  Bill's  proposed 
Section  3(c)(7),  the  presence  of  even  a  single  non-qualified  purchaser  in  an  investment 
pool  would  preclude  exemption  as  a  qualified  purchaser  pool,  even  if  the  balance  of  the 
investors  enjoyed  qualified  purchaser  designation.  Because  only  a  very  small  minority  of 
private  investment  company  personnel  would  fit  the  profile  of  a  qualified  purchziser  un- 
der the  guidelines  set  forth  under  Section  2(a)(51),  direct  investment  participation  would 
remain  inaccessible  to  most  employees.  Exempt  issuers  would  remain  obligated  either  to 
limit  the  total  number  of  investors  (including  employees)  to  100  in  order  to  qualify  for 
3(c)(1)  exemption  or  to  restrict  ownership  of  shares  in  the  pool  to  qualified  purchasers  in 
order  to  qualify  for  3(c)(7)  exemption. 

To  be  fair,  exempt  investment  pools  employing  fewer  than  100  individuals  may  be  able  to 
"get  around"  this  problem  by  creating  two  distinct  investment  pools,  differing  only  in  that 
the  shareholders  of  one  vehicle  are  accredited  as  qualified  purchasers  while  those  of  the 
other  are  not.  This  option,  however,  while  explicitly  allowed  in  a  number  of  Commission 
no-action  letters  on  the  subject,  becomes  unattractive  when  the  added  legal,  adminis- 
trative, and  accounting  costs  associated  with  administering  two  pools,  rather  than  one. 
are  considered.  Even  more  troubling  is  the  fact  that  this  approach  would  differentially 
penalize  the  smaller  investors  in  the  non-qualified  purchaser  pool  (relative  to  the  larger 
investors  in  the  qualified  investor  pool)  by  amortizing  fixed  organizational  costs  over  a 
much  smaller  capital  bcise. 
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In  short,  it  seems  to  us  that  the  lack  of  an  explicit  exemption  for  employees  results  not 
in  any  substantive  additional  protection  for  those  employees,  but  only  in  the  imposi- 
tion of  additional  paperwork,  legal  and  accounting  expenses,  regulatory  costs,  and  other 
overhead,  all  of  which  would  likely  be  borne  disproportionately  by  the  smaller,  employee 
investors.  Given  that  it  wa^  the  elimination  of  unnecessary  regulatory  burdens,  and  not 
the  creation  of  new  ones,  which  motivated  these  exemptions  in  the  first  place,  it  seems 
likely  that  the  effective  prohibition  of  an  employee  interest  in  an  exempt  pool  has  re- 
sulted from  a  technical  oversight  rather  than  from  legislative  intent.  Given  the  increasing 
recognition  of  the  benefits  of  employee  participation  in  ownership,  we  would  hope  that 
Congress  might  take  the  time  to  implement  this  rather  straightforward  change  to  .S.  479. 
which  would  eliminate  what  we  believe  to  be  an  unintended  and  unfortunate  consequence 
of  the  language  incorporated  in  the  current  bill. 

It  is  worth  noting  that  the  Commission  already  has  considered  the  unique  nature  of  se- 
curities offerings  to  employees,  and  has  afforded  special  treatment  to  such  offerings.  In 
particular,  the  Commission  has  noted  the  societal  and  economic  benefits  of  ownership  !)y 
employees  of  interests  in  the  firms  by  which  they  are  employed,  and  has  acknowledged 
the  appropriateness  of  a  different  regulatory  framework  for  employee  offerings,  which  may 
be  regarded  as  compensatory  in  nature,  by  contrast  with  the  full  array  of  rules  governing 
the  sale  of  non-exempt  securities  to  the  public.  Specifically,  the  Commission  drafted  Rule 
701  under  the  1933  Act,  which  exempts  limited  offerings  to  employees  from  this  panoply 
of  regulations.  Similarly,  the  Commission  adopted  a  special  Form  S-8  for  the  expedited 
registration  of  such  employee  offerings.  In  Securities  Act  Release  No.  6867,  the  Com- 
mission cited  '"the  Commission's  historic  distinction  between  offerings  made  to  employees 
primarily  for  compensatory  and  incentive  purposes  and  offerings  made  by  registrants  for 
capital-raising  purposes.  In  recognition  of  the  benefits  to  employees  of  participation  in 
benefit  plans,  tjie  Commission  traditionally  hcis  exercised  its  rulemaking  authority  to 
reduce  the  costs  and  burdens  incident  to  registration  of  employee  benefit  plans,  where 
consistent  with  investor  protection."  With  respect  to  the  issue  of  investor  protection,  the 
deterrent  effects  of  civil  liability  under  the  1933  Act  and  the  anti-fraud  provisions  of  the 
1940  Act  serve  to  safeguard  the  interests  of  employee  investors. 

For  these  rea.sons,  we  believe  that  employees  of  exempt  investment  pools  should  be  au- 
tomatically treated  as  qualified  purchcisers.  and  that  employees  of  private  investment 
companies  in  particular  should  not  count  toward  the  100-investor  maximum  mandated  by 
Section  3(c)(1).  The  former  consideration  could  be  effected  in  one  of  two  ways.  Ideally. 
Section  2(a)(51)  would  be  amended  such  that  employment  with  an  exempted  investment 
company  would  translate  directly  into  qualified  purchaser  eligibility.  We  propose  the  ad- 
dition of  a  new  subparagraph  (D)  at  the  end  of  Section  2(a)(51).  This  paragraph  would 
read  as  follows: 

(D)  any  full-time  employee  of  an  issuer 

Alternatively,  the  Commission  could  formally  recognize  the  special  nature,  as  a  class,  of 
such  employees  by  defining  them  by  rule  as  qualified  purchasers  for  purposes  of  Section 
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3(c)(7).  As  noted  above.  S.  479  explicitly  authorizes  the  Commission  to  grant  a  qiialitied 
purchaser  e.xception  to  individuals  who  do  not  satisfy  the  automatic,  pre-specified  qualifi- 
cation criteria  enumerated  in  the  Bill,  but  for  whom  the  Commission  believes  qualification 
to  be  appropriate  for  other  reasons.  .Among  the  factors  that  would  seem  potentially  rel- 
evant in  this  context  is  the  likelihood  that  an  employee  would  have  greater  knowledge 
of  his  or  her  employer  on  average  than  would  an  individual  of  comparable  financial  so- 
phistication who  had  no  relationship  with  the  firm  in  question.  In  addition,  it  seems 
considerably  less  likely  that  an  unscrupulous  pool  operator  would  choose  his  or  her  own 
employees  as  the  preferred  targets  for  a  fraudulent  or  misleading  money-raising  scam,  by 
comparison  with  unrelated,  affluent  investors  with  no  access  to  inside  information  about 
the  firm.  Indeed,  under  the  Bill's  new  Section  2(a)(51),  the  purchaser's  relationship  with 
the  issuer  is  specifically  identified  as  a  factor  to  be  considered  by  the  Commission  in  the 
determination  of  qualified  purchaser  status,  presumably  in  contemplation  of  just  these 
sorts  of  considerations.  The  inclusion  of  a  Commission  exemption  for  the  employees  of 
exempt  investment  vehicles  as  a  class  would  thus  not  seem  to  be  philosophically  removed 
from  the  spirit  of  S.  479. 

The  arguments  in  favor  of  qualified  purchaser  status  for  employees  apply  similarly  to  our 
suggestion  that  Section  3(c)(1)  of  the  1940  Act  be  amended  such  that  the  100-investor 
restriction  does  not  apply  to  the  employees  of  private  investment  vehicles.  Employee  inter- 
ests in  a  private  investment  company  would  not  compromise  the  Commission's  motivations 
behind  the  establishment  of  such  an  arbitrary,  numerical  limit.  In  the  aforementioned  re- 
port to  Chairman  Levitt,  the  Division  of  Investment  Management  writes  that  the  number 
100  is  ''intended  to  represent  the  outer  limit  of  an  investor  base  likely  to  be  compost-d 
of  persons  with  familial,  social  or  business  ties  so  that  participants  have  a  relationship 
beyond  mere  investment  in  the  pool."  The  relationship  of  an  employee  to  an  employer 
would  certainly  be  considered  a  business  tie  (and  perhaps  even  a  social  tie),  and  clearly 
differs  from  that  of  a  pool  manager  to  an  unrelated  source  of  capital.  In  short,  whether  by 
inclusion  in  S.  479,  by  Commission  decree,  or  through  the  amendment  of  Section  3(c)(1), 
we  believe  employees  should  be  allowed  to  hold  an  investment  interest  in  their  exempt 
investment  company  employer  without  subjecting  the  employer  to  the  complexities  that 
present  themselves  under  the  existing  regime,  and  find  ample  evidence  that  such  a  change 
would  be  fully  consistent  with  the  intentions  underlying  the  existing  rules. 

VI.  Concluding  Remarks 

By  way  of  summary,  D.  E.  Shaw  &  Co.  heartily  endorses  the  Bill's  goals  of  simultaneously 
streamlining  existing  regulations  and  creating  new  exemptions  in  an  effort  to  promote  a 
larger  and  more  efficient  supply  of  capital  for  the  nation's  small  businesses.  We  believe 
that  the  statutory  minimums  for  qualified  purchcisers  incorporated  in  S.  479  are  suffi- 
ciently conservative  to  insure  the  continued  protection  of  investor  interests  as  articulated 
in  the  1940  Act,  and  would  recommend  against  the  increa.ses  proposed  by  certain  inter- 
ested parties,  which  we  believe  would  have  little  effect  other  than  to  unfairly  weaken  the 
competitive  position  of  exempt  investment  companies  relative  to  other  types  of  invest- 


242 


ment  firms.  We  also  agree  with  the  Bill's  empowerment  of  the  Securities  and  Exchange 
Commission  to  assign  qualified  purchaser  status  on  a  discretionary  basis  as  a  supplement 
to  the  automatic  qualification  criteria  enumerated  in  the  Bill  itself,  given  the  Commis- 
sion's history  as  a  responsible  arbiter  in  similar  situations.  We  feel  strongly,  however,  that 
provisions  should  be  added  to  the  Bill  to  allow  the  employees  of  an  investment  pool  to 
hold  an  investment  interest  in  that  pool  without  jeopardizing  the  pool's  exemption  from 
the  regulatory  requirements  of  the  1940  Act.  Although  such  changes  would  do  little  to 
directly  benefit  the  manager  of  an  exempt  investment  pool,  they  would  allow  the  em- 
ployees of  such  pools  to  share  in  the  profits  they  help  generate  without  compromising  the 
central  objectives  we  believe  to  have  motivated  the  drafters,  thus  removing  a  presumably 
unintentional  side  effect  of  the  current  language. 

Once  again,  we  would  like  to  extend  our  sincere  appreciation  to  the  House  Subcommittee 
on  Telecommunications  &  Finance  for  allowing  us  to  voice  our  support  for,  and  technical 
concerns  regarding,  the  Small  Business  Incentive  Act  of  1993. 


^:n^^- 


David  E.  Shaw,  Ph.D. 
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The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  M.W. 

Washington,  D.C.   2  054  9 

Dear  Chairman  Levitt: 

This  is  with  reference  to  S.  479,  the  Small  Business 
Incentive  Act  of  1993,  which  was  passed  by  the  Senate  on  November 
2,  1993.   The  bill  has  been  referred  to  the  Committee  on  Energy 
and  Commerce  and  is  being  reviewed  by  the  Subcommittee  on 
Telecommunications  and  Finance. 

As  you  know,  S.  4  79  would,  among  other  things,  create  a 
significant  new  exception  to  the  strict  requirements  of  the 
Investment  Company  Act  of  1940  ("1940  Act")  for  investment  pools 
whose  securities  are  held  by  persons  deemed  to  be  "qualified 
purchasers."   S.  ■;79  would  also  effectively  broaden  the  existing 
"private  investment  company"  exception  under  section  3(c)(1)  of 
the  1940  Act  by  modifying  the  complex  method  now  used  to 
determine  compliance  with  this  section. 

Both  proposed  legislative  changes  were  initially  recommended 
by  the  Commission's  Division  of  Investment  Management,  and  both 
are  discussed  in  the  Division's  comprehensive  report  on  the  1940 
Act  entitled  Protecting  Investors:   A  Half  Century  of  Investment 
Company  Regulation  (May  1992)  (see  pp.  103-118)  f "Protecting 
Investors" ) .   The  Commission  approved  both  recommendations  on 
March  11,  1992. 

Recently,  representatives  of  Weil,  Gotshal  &  Manges 
contacted  us  to  criticize  the  limited  scope  of  both  the  qualified 
purchaser  and  private  investment  company  provisions  of  S.  479. 
They  have  requested  that  we  consider  substantially  expanding  both 
exceptions,  contending  that  more  ambitious  deregulation  is 
essential  to  "level  the  playing  field  [so  that  Americans  can 
compete]  with  foreign  investors."   Copies  of  their  memoranda  in 
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support  of  such  aaditional  expansion  of  the  exceptions  are 
enclosed. 

It  is  my  understanding  that  the  Weil,  Gotshal  &  Manges 
proposal  is  of  particular  interest  to  the  managers  of  hedge 
funds,  private  investment  vehicles  that  employ  a  range  of  highly 
sophisticated  and  complex  techniques  while  actively  trading 
various  securities  and  commodities.   Hedge  funds  appear  to  remain 
a  regulatory  enigma,  despite  their  explosive  growth.   As  such, 
hedge  funds  recently  have  fallen  under  increased  Congressional 
and  regulatory  scrutiny.   See,  e.g.,  House  Comm.  on  Energy  and 
Commerce,  Report  to  Accompany  H.R.  618,  H.R.  Rep.  No.  103-255, 
103d  Cong.,  1st  Sess.  (September  23,  1993)  at  25-26;  Floor 
Statement  of  Representative  Henry  B.  Gonzalez,  Chairman,  U.S. 
House  Committee  on  Banking,  Finance  and  Urban  Affairs, 
Congressional  Record  (June  18,  1993)  at  H3824-3825;  and  letter 
from  Richard  C.  Breeden,  Chairman,  Securities  and  Exchange 
Commission,  to  Representative  Edward  J.  Markey  transmitting  a 
staff  report  on  hedge  funds  ("Investors  in  hedge  funds... are 
protected  by  the  limits  in  the  statutory  exemptions  on  which 
hedge  funds  rely,  as  well  as  by  the  hedge  funds'  own  limits  on 
minimum  investments.")-   Certain  hedge  funds  that  are  large 
participants  in  the  government  securities  market  have  also  been 
the  focus  of  enforcement  inquiries  as  a  result  of  unauthorized 
bids  submitted  in  their  names  by  Salomon  Brothers  in  several 
Treasury  auctions.   Accordingly,  I  am  extremely  sensitive  about 
the  need  to  maintain  appropriate  transparency  and  investor 
protection  requirements  in  this  area. 

In  order  to  assist  the  Subcommittee  in  its  review,  I  am 
writing  to  request  your  analysis  of  the  Weil,  Gotshal  proposals 
by  the  close  of  business  on  Friday,  March  18,  1994.   Your 
analysis  should  address  any  practical  or  regulatory  consequences 
of  the  proposed  amendments  that  you  determine  to  be  relevant  to 
the  protection  of  investors  or  to  the  efficiency,  integrity  and 
transparency  of  our  financial  markets.   I  am  particularly 
interested  in  your  analysis  of  whether  investors  in  domestic 
hedge  funds  are  in  fact  disadvantaged  in  material  ways  because  of 
less  rigorous  regulatory  standards  in  offshore  or  other  financial 
markets.   In  this  regard,  I  would  note  that  concerns  have  been 
expressed  about  competition-based  arcfuments  that  inevitably 
result  in  a  race  to  the  bottom  of  the  regulatory  barrel.   If  you 
agree  that  American  investors  are  moving  to  offshore  or  other 
international  funds  in  significant  numbers,  what  are  the  effects 
for  our  domestic  market  and  for  the  cost  and  availability  of 
capital  for  domestic  ventures?   Finally,  are  there  any  unfair 
competition  issues  that  the  Subcommittee  should  be  aware  of  with 
respect  to  the  effect  of  the  proposed  amendments  on  nonexempt 
U.S.  investment  companies? 
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While  I  am  av.a 
of  the  private  ir.ve 
exceptions  in  the  P 
SubGommittee  would 
existing  law,  the  c 
Gotshal  proposals, 
your  staff  have  any 
free  to  contact  Tim 
Thank  you  for  your 


re  or  the  discussion  of  the  purpose  and  intent 
srment  company  and  qualified  purchaser 
rotectinq  Investors  Report,  I  believe  that  the 
benefit  from  a  comprehensive  comparison  of  the 
',anqes  contemplated  by  S.  479,  and  the  Weil, 
arid  your  present  views  on  each.   Should  you  or 
questions  about  this  request,  please  feel 
othy  J.  Forde  of  the  Subcommittee  staff, 
cooperation  and  attention  to  this  request. 

:       Sincerely, 


Edward  J.    Mar)</y  J' 


Chairman 


Enclosures 


The  Honorable  John  D.  Dingell 
The  Honorable  oarlos  J.  Moorhead 
The  Honorable  Jack  Fields 
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7«7   nrTM  AVCNUC        NEW  TOHK,   N    r      >0iS30i  •»  DALLAS 

fzixi  3io-eooo  HOUSTON 


,   CABLC     wCOOM* 


'••WCOM  WMU.CVI 


41 


WASMIMOTON.  O.C- 


•nuSSCLS 

BUOA»CST 

WOBCWT  TOOO  LANO.  PC  JAJMIATY      27,        1994  LOMOOM 

0'"«CT  kiNi  •••«i  l<0-««00  WARSAW 


Th«  Honorable  John  0.  Dingall 

Cbairman 

Coamlttee  on  Energy  and  Commerce 

House  of  Repreeen'tatlvea 

2328  Raybum  House  Office  Building 

Waehing^on,  D.C.  20515 

Dear  Mr.  Cbairman: 

I  want  to  thanJc  you  for  the  opportunity  to  meet 
with  you  on  what  was  a  hectic  day  as  Congress  started  a  new 
session. 

I  enclose  the  materials  which  we  discussed.   I 
truly  believe  that  the  )cind  of  changes  which  are  discussed 
in  the  enclosed  memoranda  will  significantly  increase 
capital  formation  and  will  not  in  any  sense  sacrifice 
investor  protection.   To  the  contrary,  it  is  liJcely  to 
level  the  playing  field  with  foreign  investors  and  benefit, 
among  others,  institutions  who  seeJc  to  maximize  return  for 
their  various  beneficiaries. 


With  best  wishes. 


Sincerely, 

Robert  Todi 


RTL:tf 
Enclosure 

cc:   Consuela  H.  Washington,  Esq. 
Robert  C.  Odle,  Jr.  Esq. 
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Weil,    Gotshal   &  Manges 
MEMORANDUM 


FOR  DISCUSSION  PURPOSES  ONLY 
November  29,  1993 


RE:        Small  Business  Incentive  Act  of  1993 


On  November  2,  1993,  the  Senate  approved  the  Small 
Business  Incentive  Act  of  1993  (the  "Act").   On  November  3,  1993, 
the  Act  was  referred  to  the  Energy  and  Commerce  Committee  of  the 
House  of  Representatives.   The  Act  would,  among  other  things,  add 
a  new  Section  3(c)(7)  to  the  Investment  Company  Act  of  1940  (the 
"194  0  Act") ,  creating  a  new  exemption  from  the  definition  of  an 
investment  company.' 

As  approved.  Section  3(c)(7)  would  make  limited 
progress  in  reducing  unnecessary  regulations  that  inhibit  the 
ability  of  private  investment  companies  to  raise  capital  for 
investment.   The  amendment  also  raises  certain  substantive  issues 
and  extends  regulation  significantly  beyond  what  is  reasonably 
required  to  protect  investors. 


1.   Section  3(c)(7)  would  exempt  from  the  definition  of 
investment  company  "any  issuer  whose  outstanding  securities  are 
owned  exclusively  by  persons  who,  at  the  time  of  acquisition  of 
such  securities,  are  qualified  purchasers.  ..."   "Qualified 
purchasers"  would  be  defined  in  a  new  Section  2(a) (51)  of  the 
1940  Act  in  part  to  include  (A)  any  natural  person  who  owns  at 
least  $10,000,000  in  securities  of  issuers  and  (B)  any  person, 
acting  for  its  own  account  or  the  accounts  of  other  qualified 
purchasers,  who,  in  the  aggregate,  owns  and  invests  on  a 
discretionary  basis,  not  less  than  $100,000,000  in  securities  of 
issuers.   The  Act  also  authorizes  the  Securities  and  Exchange 
Commission  to  reduce  these  standards  based  on  factors  that  are 
consistent  with  the  purpose  of  Section  2(a) (51). 
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To  achieve  the  purposes  of  the  legislation,  the 
following  should  be  considered: 

♦  There  should  be  no  exclusivity  requirement. 
—        Issuers  should  be  able  to  admit  qualified 

purchasers  in  addition  to  not  more  than  100 
other  investors. 

Section  3(c)(1)  of  the  1940  Act  currently  permits  not 
more  than  100  persons  to  contribute  capital  to  private  investment 
companies  without  regard  to  each  person's  wealth,  sophistication 
or  any  other  qualification.   If  such  investment  companies  are  now 
(and  would  continue  to  be)  exempt  from  registration  under  the 
1940  Act,  and  "qualified  purchasers,"  by  definition,  have  the 
financial  sophistication  to  fend  for  themselves,  then  it  should 
be  wholly  consistent  with  investor  protection  to  permit  either  an 
existing  or  newly-formed  private  investment  company  to  admit  not 
more  than  100  persons  (without  regard  to  their  sophistication  or 
other  qualifications)  and  an  unlimited  number  of  "qualified 
purchasers." 

The  argument  that  unsophisticated  investors  should  not 
be  "commingled"  with  sophisticated  investors  for  the  purposes  of 
the  Section  3(c)(7)  exemption,  because  the  unsophisticated 
investors  would  rely  on  the  sophisticated  investors  (rather  than 
on  their  own  resources)  in  ma)cing  investment  decisions,  is  not 
persuasive.   First,  the  same  possibility  exists  in  Regulation  D 
offerings  (where  there  are  much  lower  thresholds  for  determining 
sophistication) ,  and  there  has  been  no  evidence  that  this  has 
adversely  impacted  investor  protection.   Second,  in  the  most 
likely  scenario,  qualified  purchasers  in  a  private  investment 
company  will,  in  many  circumstances,  have  the  experience, 
initiative,  bargaining  power  and  )cnow-how  to  negotiate  "economic" 
provisions  favorable  to  all  those  who  invest  in  the  same  class  or 
group  with  the  private  investment  company.   Third,  as  a  realistic 
matter,  small  investors  are  not  admitted  to  unregulated  private 
investment  companies  because  the  sponsors  require  substantial 
capital  for  their  activities. 

♦  The  definition  of  a  "qualified  purchaser" 
should  be  laodified. 

The  $10,000,000  threshold  included  in  clause  (A)  of  the 
definition  of  "qualified  purchaser"  for  natural  persons  and  the 
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$100,000,000  threshold  included  in  clause  (B)  of  the  definition 
of  "qualified  purchaser"  for  other  persons  would  apply  to 
relatively  few  investors  and  would  exclude  many  sophisticated 
individuals  and  smaller  and  mid-size  entities  that  have  the 
degree  of  knowledge  and  experience  in  financial  and  business 
matters  that  enable  them  adequately  to  evaluate  the  merits  and 
risks  of  their  investments.   How  many  entities  would  satisfy  the 
$100,000,000  test? 

By  excluding  these  categories  of  sophisticated 
investors,  available  investment  capital  for  new  businesses  is 
being  reduced  significantly.   Moreover,  the  standards  set  forth 
in  the  Act  are  excessive  and  clearly  more  than  are  required  to 
promote  investor  protection.   Such  excessive  standards  are  also 
not  required  to  prevent  fraud  or  other  types  of  abuse  in  the 
private  investment  community,  and  there  is  no  evidence  or  reason 
to  expect  that  the  possibility  of  any  such  abuses  will  be  greater 
with  significantly  reduced  standards. 

According  to  the  Senate  Committee  Report  accompanying 
the  Act,  the  $100,000,000  threshold  for  entities  is  based  on  Rule 
144A's  definition  of  "qualified  institutional  buyer."  We  believe 
that  this  reference  to  a  standard  under  the  Securities  Act  of 
1933  (the  "1933  Act")  is  not  relevant  to  the  1940  Act  analysis. 
Under  the  1940  Act,  the  protection  of  investors  is  for  the 
on-going  operation  of  a  registered  investment  company,  once  the 
investment  decision  has  been  made.   The  information  that  is 
available  for  potential  investors  to  make  their  investment 
decisions  is  adequately  dealt  with  under  the  various  requirements 
of  the  1933  Act. 

Accordingly,  the  definition  of  "qualified  purchaser" 
should  be  modified  as  follows: 

(i)   Natural  persons,  which  would 
include  investment  entities  under  the  control 
of  those  persons,  such  as  trusts,  estates, 
private  foundations,  family-controlled 
partnerships  or  corporations  and 
privately-owned  pension  or  profit-sharing 
plans  or  IRAs,  should  be  deemed  "qualified 
purchasers"  if  they  have  an  annual  income  of 
at  least  $500,000  or  own  not  less  than 
$5,000,000  of  investment  assets,  on  an 
individual  or  joint  basis  (including 
securities  and  other  assets  such  as  real 
estate,  but  excluding  non- investment  assets 
such  as  homes,  jewelry  and  art) ; 
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(ii)   Entities,  which  would  include 
those  other  types  of  institutional  entities 
included  in  the  Rule  144A  definition  of 
"qualified  institutional  buyer,"  should  be 
deemed  "qualified  purchasers"  if  they  own  and 
—        invest  on  a  discretionary  basis  not  less  than 
$15,000,000  of  investment  assets;^  and 

(ill)   Employees  and  other  persons 
performing  services  for  the  private 
investment  company  (either  individually  or 
through  an  entity  for  the  benefit  of 
employees  formed  for  the  purpose  of  making 
the  investment)  should  be  deemed  "qualified 
purchasers,"  without  having  to  satisfy  any 
income  or  asset  thresholds  because  such 
persons  have  the  knowledge  and  experience 
necessary  to  evaluate  the  merits  and  risks  of 
an  investment  in  the  private  investment 
company  and  often  seek  an  investment 
opportunity  as  part  of  their  employment 
compensation . 

To  further  insure  that  only  sophisticated  investors  who 
do  not  need  the  protection  of  the  1940  Act  are  deemed  to  be 
"qualified  purchasers,"  all  such  investors  (other  than  employees 
and  others  performing  services  for  the  private  investment 
company)  would  be  required  to  invest  at  least  $500,000  in  the 
private  investment  company.   Any  investor  (other  than  employees 
and  others  performing  services)  who  invests  less  than  $500,000 
would  be  included  in  the  100  person  investor  limitation. 

Alternatively,  in  order  to  insure  that  investor 
protection  is  not  adversely  impacted  when  qualified  and 
non-qualified  purchasers  are  "commingled,"  non-qualified 
purchasers  could  be  required  to  invest  at  least  $250,000  in  the 
private  investment  company.   Furthermore,  the  private  investment 


2.   Entities  would  include  an  insurance  company,  business 
development  company,  employee  benefit  plan,  an  organization 
described  in  Section  501(c) (3)  of  the  Internal  Revenue  Code, 
corporation,  partnership,  Massachusetts  or  similar  business  trust 
and  investment  advisor,  except  for  those  entities  specifically 
described  in  clause  (i)  above.   We  agree  with  the  provisions  of 
the  Act  that,  when  a  person  invests  on  behalf  of  another  person, 
the  person  on  whose  behalf  the  investment  is  made  must  meet  the 
definition  of  "qualified  purchaser." 
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company  could  be  required  to  have  identical  "economic"  provisions 
for  all  investors  in  the  same  class  or  group,  so  that  there  is  no 
discrimination,  on  a  financial  basis,  between  qualified  and 
non-qualified  investors. 

♦  The  investment  of  a  "qualified  purchaser"  in 
any  particular  private  investment  company 
should  be  counted  toward  the  dollar 
thresholds. 

Clauses  (A)  and  (B)  of  Section  2(a) (51)  should  provide 
that  the  capital  contribution  by  a  "qualified  purchaser"  to  a 
particular  private  investment  company  would  be  counted  in 
determining  the  amount  of  investment  assets  owned  by  that  person. 

♦  Once  an  investor  is  deemed  to  be  a  "qualified 
purchaser,"  that  status  should  continue 
throughout  the  investment.   The  determination 
should  be  made  once  at  the  time  of  the 
initial  investment. 

As  approved.  Section  3(c)(7)  would  determine  whether  an 
investor  was  a  qualified  purchaser  "at  the  time  of  acquisition" 
of  the  securities  of  the  private  investment  company.   Section 
3(c)(7)  should  provide  that  the  status  of  an  investor  as  a 
"qualified  purchaser"  is  not  reviewed  each  time  the  investor 
purchases  additional  securities  and  would  continue  if  such 
purchaser's  interest  passes  (by  operation  of  law  or  otherwise)  to 
someone  who  is  not  a  "qualified  purchaser"  (such  as  by  succession 
upon  death,  dissolution  of  an  entity  or  any  other  change  of 
circumstance) . 

♦  "Side-by-side"  investment  companies  may  be  organized 
without  registration  under  the  1940  Act. 

.  As  an  alternative  to  the  recommendations  described 
above,  the  Act  could  include  a  provision  that  a  similar  private 
investment  company  could  be  organized  by  the  same  managers  to 
invest  side-by-side  with  an  existing  private  investment  company. 
If  the  newly-organized  company  consisted  exclusively  of 
"qualified  purchasers"  and  was  governed  by  the  same  "economic" 
arrangements  as  the  existing  company,  the  owners  of  the  new 
company  would  not  be  aggregated  with  the  owners  of  the  existing 
company  for  purposes  of  determining  the  100  person  investor 
limitation  of  the  1940  Act. 


If  revised  in  accordance  with  the  considerations  set 
forth  above,  the  Act  will  be  of  meaningful  assistance  in  creating 
the  opportunity  for  the  flow  of  capital  to  new  businesses  by 
increasing  the  participants  in  (and  the  amount  of  capital  for) 
the  investment  process  in  a  manner  wholly  consistent  with  the 
public  interest  and  the  objectives  of  the  Act. 

Robert  Todd  Lang 
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Weil,    Gotshal   &  Manges 
MEMORANDUM 


FOR  DISCUSSION  PURPOSES  ONLY 

November  29,  1993 
RE:        Section  3rcWl^  of  the  Investment  Company  Act  of  1940 

The  following  is  a  brief  description  of  a  proposal 
regarding  the  expansion  of  the  private  company  exception 
contained  in  Section  3(c)(1)  of  the  Investment  Company  Act  of 
1940,  as  amended  (the  "Act"),  that  is  designed  to  (1)  promote 
investor  protection  and  (2)  facilitate  capital  formation  by 
sophisticated  investors  by  removing  unnecessary  regulation: 

♦  Modify  Section  3(c)(1)  to  provide  that  a  private 
investment  company  will  not  be  subject  to 
registration  under  the  Act  so  long  as  (i)  it  is 
not  making  and  does  not  presently  propose  to  ma)ce 
a  public  offering  of  its  securities  and  (ii)  the 
outstanding  securities  of  such  company  are 
beneficially  owned  by  not  more  than  100  persons 
who  are  not  "qualified  purchasers." 

♦  "Qualified  purchasers"  would  include  (i)  natural 
persons  (and  investment  entities  under  the  control 
of  those  persons,  such  as  trusts,  estates,  private 
foundations,  family-controlled  partnerships  or 
corporations  and  privately-owned  pension  or 
profit-sharing  plans  or  IRAs)  who  have  an  annual 
income  of  at  least  $500,000  or  own  not  less  than 
$5,000,000  of  investment  assets,  on  an  individual 
or  joint  basis  (including  securities  and  other 
assets  such  as  real  estate,  but  excluding 

non- investment  assets  such  as  homes,  jeweliry  and 
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art);  (ii)  entities  (defined  to  include  those 
other  types  of  institutional  entities  included  in 
the  definition  of  "qualified  institutional  buyer" 
under  Rule  144A  of  the  Securities  Act  of  1933) 
that  own  and  invest  on  a  discretionary  basis  not 
less  than  $15,000,000  of  investment  assets^'  and 
(iii)  employees  and  other  persons  performing 
services  for  the  private  investment  company  (who 
would  have  the  knowledge  and  experience  necessary 
to  evaluate  the  merits  and  risks  of  an  investment 
without  having  to  satisfy  &nf   income  or  asset 
thresholds  and  often  seek  an  investment 
opportunity  as  part  of  their  employment 
compensation)  or  any  entity  for  the  benefit  of 
employees  formed  for  the  purpose  of  making  an 
investment  in  the  private  investment  company. 

To  further  insure  that  only  sophisticated 
investors  are  not  counted  toward  the  100  person 
investor  limitation,  all  "qualified  purchasers" 
(other  than  employees  and  others  performing 
services)  would  be  required  to  invest  at  least 
$500,000  in  the  private  investment  company.   Any 
investor  (other  than  employees  and  others 
performing  services)  who  invests  less  than 
$500,000  would  be  included  in  the  100  person 
investor  limitation. 

Alternatively,  in  order  to  insure  that  investor 
protection  is  not  adversely  impacted  when 
qualified  and  non-qualified  purchasers  are 
"commingled,"  non-qualified  purchasers  could  be 
required  to  invest  at  least  $250,000  in  the 
private  investment  company.   Furthermore,  the 
private  investment  company  could  be  required  to 
have  identical  "economic"  provisions  for  all 
investors  in  the  same  class  or  group,  so  that 
there  is  no  discrimination,  on  a  financial  basis, 
between  qualified  and  non-qualified  investors. 


1.   Entities  would  include  an  insurance  company,  business 
development  company,  employee  benefit  plan,  an  organization 
described  in  Section  501(c)(3)  of  the  Internal  Revenue  Code, 
corporation,  partnership,  Massachusetts  or  similar  business  trust 
and  investment  advisor,  except  for  those  entities  specifically 
described  in  clause  (i)  above.   When  a  persons  invests  on  behalf 
of  another  person,  the  person  on  whose  behalf  the  investment  is 
made  must  meet  the  definition  of  "qualified  purchaser." 
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Authorize  the  Securities  and  Exchange  Commission 
to  review,  and  possibly  adjust,  the  standards  of 
sophistication  after  it  and  the  investment  company 
industry  gain  experience  (based  on  factors  that 
are  consistent  with  this  proposal) .   (This  is 
consistent  with  the  Small  Business  Incentive  Act 
of  1993.) 

Provide  that  the  status  of  an  investor  as  a 
"qualified  purchaser"  would  be  determined  at  the 
time  of  acquisition  of  the  securities  of  a  private 
investment  company  and  continue  if  such  investor's 
interest  passes  (by  operation  of  law  or  otherwise) 
to  someone  who  is  not  a  "qualified  purchaser" 
(such  as  by  succession  by  death,  dissolution  of  an 
entity  or  any  other  change  of  circumstance) . 

Provide  that  private  investment  companies  may  rely 
in  the  future  and  retroactively  on  good  faith  and 
reasonableness  in  complying  with  the  conditions  of 
determining  an  investor's  status  as  a  "qualified 
purchaser."   (This  is  consistent  with  the  Report 
of  the  Senate  Committee  on  Banking,  Housing  and 
Urban  Affairs  that  accompanied  the  Small  Business 
Incentive  Act  of  1993.) 

Alternatively,  the  Act  could  provide  that  a 
similar  private  investment  company  could  be 
organized  by  the  same  managers  to  invest 
side-by-side  with  an  existing  private  investment 
company.   If  the  newly-organized  company  consisted 
exclusively  of  "qualified  purchasers"  and  was 
governed  by  the  same  "economic"  arrangements  as 
the  existing  company,  the  Act  could  provide  that 
the  owners  of  the  new  company  would  not  be 
aggregated  with  the  owners  of  the  existing  company 
for  purposes  of  the  100  person  investor  limitation 
in  Section  3(c)(1)  of  the  Act. 

Existing  private  investment  companies  with  not 
more  than  100  beneficial  owners  should  be 
grandfathered  from  the  registration  requirements 
of  the  Act  whether  or  not  their  "qualified 
purchaser"  investors  satisfy  the  $500,000  size  of 
investment  standard. 


Robert  Todd  Lang 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON    DC.   20549 


THE    CHAIRMAN 


May  4,  1994 


The  Honorable  Edward  J.  Markey,  Chairman 
Subcommittee  on  Telecommunications  and  Finance 
Committee  on  Energy  and  Commerce 
U.S.  House  of  Representatives 
Washington,  D.C.  20515 

Dear  Chairman  Markey: 

In  your  letter  dated  February  8,  1994,  you  requested  an  analysis  of  proposals  made 
by  Weil,  Gotshal  &  Manges  regarding  S.  479,  the  Small  Business  Incentive  Act,  which  is 
currently  under  review  by  the  Subcommittee.    As  you  know,  S.  479  would  amend  the 
Investment  Company  Act  of  1940  to  facilitate  the  flow  of  capital  to  small  business.    Among 
other  things,  the  legislation  would  create  an  exception  from  the  Investment  Company  Act  for 
'qualified  purchaser'  pools  consisting  of  highly  sophisticated  investors  and  streamline  the 
existing  'private'  investment  company  excepdoa. 

The  legislation  is  designed  to  promote  capital  formatioa  without  sacrificing  investor 
protection.    Participation  in  the  new  qualified  purchaser  pools  would  be  limited  to  highly 
sophisticated  investors  that  can  appreciate  the  risks  asymatftd  with  investment  pools  not 
subject  to  the  Investment  Company  Act's  regulation.    The  existing  private  investment 
company  exception  would  be  streamlined  without  jeopardizing  the  {mvate  nature  of  the 
excqpted  funds. 

The  Division  of  Investmem  Management  has  prepared  the  enclosed  memorandum 
discussing  the  specific  issues  you  raised.    I  hope  that  the  memorandum  responds  fully  to 
your  request    If  you  have  any  further  questions,  please  contact  me  or  Barry  Barbash, 
Director  of  the  Division  of  Investment  Management. 


Arthur  Levitt 
Chairman 
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MEMORANDL^I 

To:  Chairman  Levitt 

From:  The  Division  of  Investment  Management 

Subject:  Letter  from  Chairman  Markey  Regarding  S.  479, 

the  Small  Business  Incentive  Act 

I.  Introduction 

This  memorandum  responds  to  questions  raised  in  a  letter  to  you,  dated  February  8, 
1994,  from  Edward  J.  Markey,  Chairman  of  the  House  Subcommittee  on 
Telecommunications  and  Finance,  regarding  S.  479,  the  Small  Business  Incentive  Act.    As 
you  know,  this  legislation  was  passed  by  the  Senate  on  November  2,  1993,  and  currently  is 
being  reviewed  by  Chairman  Markey's  subcommittee.'   The  legislation  would  amend  the 
Securities  Act  of  1933  (the  "Securities  Act")  and  the  Investment  Company  Act  of  1940  (the 
"Investment  Company  Act")  to  facilitate  the  flow  of  capital  to  small  business. 

Chairman  Markey's  letter  asked  about  two  aspects  of  the  legislation:    the  proposed 
exception  from  the  Investment  Company  Act's  regulation  for  so-called  "qualified  purchaser" 
pools  consisting  solely  of  highly  sophisticated  investors,  and  the  proposed  amendments  to 
streamline  the  existing  "private"  investment  company  exception  under  the  Investment 
Company  Act.    Chairman  Markey  requested  an  analysis  of  the  current  law  as  it  relates  to 
these  initiatives,  the  changes  contemplated  by  the  proposals,  and  recommendations  made  by 
the  law  firm  of  Weil,  GotshaJ  &  Manges  to  broaden  the  legislation  (the  "Weil  Gotshal 
proposal").'   Chairman  Markey  also  asked  about  the  legislation's  effect  on  hedge  funds  and 
certain  advantages  that  may  be  enjoyed  by  foreign  investment  pools.    Our  analysis  of  these 
issues  is  set  forth  below. 

The  Division  does  not  believe  the  changes  contemplated  by  the  Weil  Gotshal  proposal 
would  be  appropriate.    We  believe  the  approach  of  the  current  bill  would  better  facilitate 
capital  participation  in  excepted  investment  vehicles,  while  maintaining  important  investor 
protections. 

n.         Current  Law 

Section  3(c)(1)  of  the  Investment  Company  Act,  available  to  "private"  investment 
companies,  excepts  from  regulation  under  the  Investment  Company  Act  any  issuer  that  has 
no  more  than  ICK)  investors  and  does  not  publicly  offer  its  securities.    The  100  investor  limit 
and  the  public  offering  prohibition  both  are  designed  to  ensure  the  private  nature  of  excepted 
issuers  so  that  federal  regulation  is  not  warranted.    The  100  investor  threshold,  in  particular, 
is  intended  to  represent  the  outer  limit  of  an  investor  base  likely  to  be  composed  of  persons 


Similar  legislation  was  approved  by  the  Commission  and  forwarded  to  both  Houses  of  Congress 
in  1992. 

"Memorandum  of  Weil,  Gotshal  &  Manges  with  Attachment  regarding  the  Small  Business 
Incentive  Act  of  1993  and  Section  3(c)(1)  of  the  Investment  Company  Act  of  1940  (Nov.  29,  1993) 
(hereinafter  Weil  Gotshal  Memorandum). 
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with  familial,  social  or  business  ties  so  that  participants  have  a  relationship  beyond  mere 
investment  in  the  pool.' 

To  prevent  circumvention  of  the  100  investor  limit,  section  3(c)(1)  contains  a  two- 
part  attribution  provision.    The  provision  requires  prospective  section  3(c)(1)  issuers  to  "look 
through"  certain  corporate  shareholders  to  their  underlying  investors  and  include  those 
investors  in  the  100  investor  limit.    The  attribution  provision  applies  when  a  corporate 
shareholder  acquires  ten  percent  of  a  private  fund's  securities  and  also  has  invested  ten 
percent  of  its  own  assets  in  one  or  more  private  funds. 

A  wide  variety  of  issuers  rely  on  the  section  3(c)(1)  exception,  including  issuers  that 
provide  capital  to  small  business.    Section  3(c)(1),  for  example,  is  used  by  venture  capital 
pools,  acquisition  vehicles,  structured  financings,  and  hedge  funds.    Section  3(c)(1)  allows 
these  issuers  more  operational  flexibility  than  is  permitted  registered  investment  companies. 
At  the  same  time,  the  100  investor  limit  and  the  public  offering  prohibition  may  limit 
unnecessarily  capital  participation  in  venture  capital  and  other  ftinds  by  sophisticated 
investors  who  do  not  need  the  protections  of  the  Investment  Company  Act. 

in.       Changes  Contemplated  by  the  Legislation 

A.        New  Qualified  Purchaser  Exception 

The  legislation  would  create  an  alternative  to  the  section  3(c)(1)  exception.    New 
section  3(c)(7)  of  the  Investment  Company  Act  would  except  from  the  Act  investment  pools 
consisting  solely  of  sophisticated  investors,  or  "qualified  purchasers."    The  exception 
recognizes  that  financially  sophisticated  investors  can  appi^eciate  the  risks  associated  with 
investment  pools  that  do  not  have  the  Investment  Company  Act's  protections.    These 
investors  can  evaluate  on  their  own  behalf  matters  such  as  the  level  of  management  fees, 
governance  provisions,  and  redemption  rights. 

A  fund  relying  on  the  section  3(c)(7)  exception  would  not  be  prohibited  from  publicly 
offering  its  securities  or  required  to  limit  the  number  of  participants.    Section  3(c)(7)  should 
make  it  easier  for  sophisticated  investors  to  participate  in  venture  capital  funds  and  other 
issuers.    The  new  exception  is  designed  to  assist  capital  formation  without  sacrificing 
investor  protection. 

In  recommending  section  3(c)(7)  to  Congress,  the  Commission  indicated  that  only 
highly  sophisticated  investors  should  be  able  to  invest  in  the  new  pools."   Consistent  with 
this  intent,  the  legislation  would  limit  participation  to  natural  persons  who  own  at  least  $10 
million  in  securities  and  persons  that  own  and  invest  on  a  discretionary  basis  at  least  $100 
million  in  securities.'   The  legislation  also  would  enable  the  Commission  to  define  by  rule 
additional  persons  that  would  be  eligible  to  invest  in  the  new  vehicles.    Subsequent 


^See  Investment  Trusts  and  Investment  Companies:   Hearings  on  S.  3580  Before  a  Subcommittee 
of  the  Senate  Committee  on  Banking  and  Currency,  76th  Cong.,  3rd  Sess.  179  (1940). 

^Memorandum  of  the  Securities  and  Exchange  Commission  in  Support  of  the  Small  Business 
Incentive  Act  of  1992,  138  CoNG.  Rec.  S4822  (Apr.  2,  1992)  (hereinafter  Commission 
Memorandum  in  Support). 

''See  proposed  section  2(a)(51)  (defining  the  term  qualified  purchaser). 
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Commission  determinations  would  have  to  be  based  on  the  person's  sizeable  net  worth, 
extensive  knowledge  and  experience  in  financial  matters,  substantial  amount  of  assets  owned 
or  under  management,  relationship  with  the  issuer,  and  other  factors  that  demonstrate 
financial  sophistication.    The  proposed  rulemaking  authority  would  provide  the  Commission 
with  flexibility  to  respond  to  changing  financial  conditions  and  its  administrative  experience 
with  the  new  exception,  consistent  with  the  requirement  that  all  investors  be  highly 
sophisticated.    The  Commission  also  would  be  able  to  adopt  rules  governing  the  proposed 
$10  million  and  $100  million  statutory  standards  as  necessary  or  appropriate. 

B.         Amendments  to  the  Existing  Section  3(c)(n  Exception 

Even  with  the  adoption  of  the  new  qualified  purchaser  pool  exception,  section  3(c)(1) 
would  remain  important  for  those  private  investment  companies  whose  security  holders  are 
not  all  highly  sophisticated.    The  current  attribution  provision,  however,  is  unnecessarily 
complex.    In  practice,  private  issuers  typically  avoid  the  attribution  provision  by  restricting 
any  corporate  investments  to  less  than  ten  percent  of  their  securities. 

The  legislation  would  simplify  section  3(c)(1).    As  amended,  section  3(c)(1)  would 
no  longer  count  the  underlying  investors  of  corporate,  non-investment  company  shareholders 
in  applying  the  100  investor  limit.    Investments  by  these  participants  would  not  appear  to 
disturb  the  private  nature  of  a  section  3(c)(1)  fund  and  would  not  of  themselves  seem  to 
create  a  federal  interest.    Unlike  the  shareholders  of  investment  companies,  the  shareholders 
of  other  corporate  investors  generally  do  not  have  a  significant  economic  interest  in  the 
performance  of  section  3(c)(1)  funds.    Although  corporate  issuers  would  no  longer  be 
limited,  to  preserve  the  private  nature  of  section  3(c)(1)  issuers,  the  legislation  would 
effectively  limit  participation  by  registered  investment  companies  and  funds  relying  on 
sections  3(c)(1)  and  3(c)(7)  to  no  more  than  ten  percent  of  any  one  private  fund's  assets.' 

IV.       Weil  Gotshal  Proposal 

A.         Expanding  the  Section  3(c)(n  Exception 

As  an  alternative  to  the  proposed  legislation,  the  Weil  Gotshal  proposal  recommends 
expanding  the  current  section  3(c)(1)  exception.    The  proposal  would  let  an  unlimited 
number  of  sophisticated  investors  participate  in  a  private  fund  so  long  as  the  fund  has  no 
more  than  100  other,  less  sophisticated  investors.    The  Division  considered  this  approach 
when  it  first  recommended  changes  to  section  3(c)(1),  and  again  last  year  in  providing 
technical  assistance  to  the  Senate  subcommittee  considering  the  legislation.'   In  both 


"The  legislation  also  would  make  certain  other  changes.    It  would  amend  section  3(a)(3)  of  the 
Investment  Company  Act  to  ensure  that  investment  companies  cannot  avoid  regulation  under  the  Act 
by  establishing  a  section  3(c)(1)  or  section  3(c)(7)  subsidiary.    It  also  would  impose  certain 
restrictions  on  the  acquisition  of  a  registered  fund's  securities  by  private  and  qualified  purchaser 
pools. 

See  Division  of  Investment  Management,  SEC,  Private  Investment  Company  Exceptions. 
Protecting  Investors:    A  Half  Century  of  Investment  Company  Regulation  (1992) 
(hereinafter  Protecting  Investors  Report)  106  nil;  Letter  from  Thomas  S.  Harman,  Associate 
Director,  Division  of  Investment  Management.  SEC,  to  Martha  Cochran,  Staff  Director  and  Chief 
Counsel,  Subcommittee  on  Securities,  Committee  on  Banking,  Housing,  and  Urban  Affairs,  United 
Sutes  Senate  (Sept.  17,  1993). 
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instances,  the  Division  concluded  that  this  approach  would  raise  investor  protection 
concerns. 

Weil  Gotshai  argues  that,  because  sophisticated  investors  currently  may  invest  with 
unsophisticated  investors  in  section  3(c)(1)  pools,  federal  regulatory  concerns  should  not  be 
implicated  by  allowing  unlimited  participation  by  sophisticated  purchasers."    This  position 
seems  inconsistent  with  the  private  nature  of  section  3(c)(1)  funds.    As  with  any  numerical 
standard,  section  3(c)(l)'s  100  investor  limit  is  somewhat  arbitrary.    The  Division  believes, 
however,  that  the  100  investor  threshold  reasonably  reflects  the  point  at  which  the 
Investment  Company  Act's  protections  should  apply  when  any  unsophisticated  investors  are 
involved. 

Mixing  an  unlimited  number  of  sophisticated  investors  in  the  same  pool  with  less 
sophisticated  participants  could  give  rise  to  the  types  of  abuses  that  led  to  the  adoption  of  the 
Investment  Company  Act.    Sophisticated  investors,  for  example,  could  negotiate  special 
terms  for  themselves  by  causing  the  fund  to  establish  complex  capital  structures  in  which  the 
sophisticated  investors  hold  interests  in  the  fund  with  special  rights  or  privileges." 
Sophisticated  investors  also  could  buy  securities  at  lower  prices  than  the  unsophisticated 
participants.    The  Weil  Gotshai  proposal  runs  a  significant  risk  that  unsophisticated  investors 
would  rely  to  their  detriment  on  the  expertise  and  bargaining  power  of  the  financially 
sophisticated  investors,  rather  than  their  own  resources.    Given  these  risks,  pools  with 
unsophisticated  investors  that  exceed  the  100  investor  threshold  should  be  registered  under 
the  Investment  Company  Act  and  receive  the  full  benefit  of  the  Act's  protections. 

B.         Lowering  the  Required  Standard  of  Financial  Sophistication 

In  connection  with  its  recommendation  to  expand  section  3(c)(1),  the  Weil  Gotshai 
proposal  also  recommends  lowering  the  standard  of  financial  sophistication  necessary  to 
participate  in  excepted  issuers.'"   "Hie  Weil  Gotshai  proposal  generally  would  require  a 


'Weil  Gotshai  Memorandum,  supra  note  2,  at  2.    The  Weil  Gotshai  proposal  argues  that  mixing 
sophisticated  purchasers  with  less  sophisticated  investors  would  be  consistent  with  Regulation  D 
under  the  Securities  Act.    17  C.F.R.  §  230.501  -  .508.    For  offerings  larger  than  $5  million, 
however.  Regulation  D  provides  that  each  investor  who  does  not  meet  objective  financial  standards 
must  have,  either  alone  or  with  a  purchaser  representative,  "such  knowledge  and  experience  in 
financial  and  business  matters  ...  [to  be]  capable  of  evaluating  the  merits  and  risks  of  the 
prospective  investment."    17  C.F.R.  §  230.506.    In  any  event,  the  Division  believes  that  a 
comparison  of  Regulation  D  with  section  3(c)(1)  is  not  panicularly  helpful.    While  Regulation  D 
provides  an  exemption  from  the  disclosure  requirements  of  the  Securities  Act,  section  3(c)(1) 
provides  an  exemption  from  the  substantive  protections  of  the  Investment  Company  Act. 

^See  SEC,  Investment  Trusts  and  Investment  Companies,  H.R.  Doc.  No.  279,  76th 
Cong.,  ist  Sess.,  pt.3,  at  1594-1598  (1939)  (describing  similar  structures  prior  to  the  Investment 
Company  Act's  adoption).   The  Weil  Gotshai  proposal  appears  to  recognize  this  possibility  by 
recommending  that  all  participants  in  a  particular  group  or  class  have  identical  economic  rights. 
Weil  Gotshai  Memorandum,  supra  note  2,  at  4-5.    The  Weil  Gotshai  proposal  does  not  indicate  how 
the  recommendation  would  be  drafted.    Of  course,  such  a  provision  in  any  event  would  not  address 
other  risks,  such  as  conflicts  of  interest,  that  may  be  presented  by  unregulated  investment  pools. 

'°In  addition,  the  Weil  Gotshai  proposal  includes  several  technical  recommendations,  such  as  the 
provision  of  reasonable  care  defenses  when  an  issuer  in  good  faith  sells  securities  to  a  purchaser  that 

(continued...) 
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natural  person  to  have  an  annual  income  of  $500,000  or  to  own  S5  million  in  securities  and 
certain  other  assets  and  an  institutional  investor  to  own  and  invest  on  a  discretionary  basis 
SI 5  million  in  certain  assets.    For  these  investors,  a  minimum  investment  of  $500,000 
would  apply.    The  Weil  Gotshal  proposal  also  would  allow  participation  by  any  person 
employed  by  or  affiliated  with  the  fund. 

Financial  sophistication  can  be  defined  in  a  number  of  ways.    For  example,  for 
purposes  of  exempted  offerings  under  Regulation  D  of  the  Securities  Act.  accredited 
investors  include  natural  persons  with  incomes  of  $200,000  and  certain  institutional  investors 
with  $5  million  in  assets.    Rule  205-3  under  the  Investment  Advisers  Act  of  1940  exempts 
from  that  Act's  restrictions  on  performance-based  fees  certain  contracts  with  sophisticated 
advisory  clients,  including  those  that  place  at  least  $500,000  under  management  with  the 
adviser  and  those  with  a  net  worth  of  at  least  $1  million." 

In  recommending  the  proposed  qualified  purchaser  exception  to  the  Commission,  the 
Division  concluded  that  the  ability  to  evaluate  the  risks  associated  with  unregulated  pools 
requires  a  high  degree  of  financial  sophistication.'"    The  Division  specifically  rejected  the 
standards  of  financial  sophistication  in  Regulation  D  and  rule  205-3  as  being  too  low."  The 
Division  recommended  that,  at  least  initially,  the  definition  of  qualified  institutional  buyer  in 
rule  I44A  under  the  Securities  Act  or  a  comparable  standard  would  represent  an  appropriate 
level  of  sophistication. '^   The  Division  also  recommended  that  the  class  of  persons  eligible  to 
participate  in  the  new  qualified  purchaser  pools  should  be  determined  exclusively  by 


'"(...continued) 
does  not  meet  the  prescribed  eligibility  standards.    See.  e.g..  Attachment  to  Weil  Gotshal 
Memorandum,  supra  note  2,  at  3.    While  the  Division  is  not  necessarily  opposed  to  these  technical 
recommendations,  we  believe  that  they  generally  would  be  best  addressed  through  the  Commission's 
rulemaking  authority  contemplated  under  proposed  section  3(c)(7).    See  Senate  Comm.  on 
Banking,  Housing,  and  Urban  Affairs,  Small  Business  Incentive  Act  of  1993,  S.  Rep.  No. 
166,  103d  Cong.,  1st  Sess.  18  (1993)  (discussing,  by  way  of  example,  the  Commission's  use  of  its 
rulemaking  authority  to  develop  reasonable  care  defenses  in  connection  with  section  3(c)(7)). 

"17  C.F.R.  §  275.205-3 

'-See  Protecting  Investors  Report,  supra  note  7.  at  113.   The  Weil  Gotshal  proposal 
suggests  that  a  high  degree  of  financial  sophistication  will  not  prevent  fraud,  and  that  the  likelihood 
of  abuse  will  not  be  effected  by  reduced  standards  of  sophistication.    Weil  Gotshal  Memorandum, 
supra  note  2,  at  3.    The  financial  sophistication  requirement,  however,  is  not  intended  to  gauge  the 
probability  of  investor  fraud  in  unregulated  pools.    Rather,  the  requirement  serves  to  ensure  that  the 
pools'  investors  can  detect  and  remedy  any  abuses  on  their  own  behalf  in  the  absence  of  Investment 
Company  Act  protections. 

"Protecting  Investors  Report,  supra  note  7,  at  1 12-1 13. 

"Id.  at  1 13.    The  Weil  Gotshal  proposal  questions  the  appropriateness  of  the  rule  144A  standard 
since  it  is  derived  from  the  Securities  Act.    Weil  Gotshal  Memorandum,  supra  note  2,  at  3;  17 
C.F.R.  §  230. 144A.    Rather  than  substitute  Securities  Act  requirements  for  Investment  Company  Act 
protections,  however,  the  legislation  merely  would  incorporate  a  widely  accepted  definition  of  what 
constitutes  a  highly  sophisticated  institutional  investor. 
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Commission  rule.    This  approach  was  approved  by  the  Commission  and  included  in  the 
legislation  sent  to  Congress." 

After  the  legislation  was  introduced  in  the  Senate,  the  Investment  Company  Institute 
expressed  concerns  about  the  potential  involvement  of  unsophisticated  participants.    These 
concerns  lead  the  Senate  to  codify  the  SIO  million  and  $100  million  standards  in  the  current 
bill.'"   The  Weil  Gotshal  proposal  would  substantially  weaken  these  standards." 

The  Division  believes  that  the  Weil  Gotshal  approach  is  less  desirable  than  one  that 
would  look  exclusively  to  the  Commission's  administrative  expertise  in  determining  those 
qualified  purchasers  that  could  invest  in  the  new  vehicles.    As  noted  above,  the  current 
legislation  would  establish  statutory  standards;  the  Commission  also  would  have  rulemaking 
authority  to  respond  to  its  administrative  experience  with  the  new  exception.    Thus,  should 
the  proposed  $10  million  and  $100  million  standards  prove  to  be  unnecessarily  high,  the 
Commission  could  use  its  rulemaking  authority,  consistent  with  investor  protection. 

V.        The  Legislation  and  Hedge  Funds 

Chairman  Markey's  letter  also  asked  about  the  legislation's  effect  on  hedge  funds  and 
certain  advantages  that  may  be  enjoyed  by  foreign  investment  pools."   Hedge  funds,  of 
course,  are  only  one  subset  of  private  investment  companies  that  currently  rely  on  section 
3(c)(1)."  As  with  other  private  issuers,  hedge  funds  could  rely  either  on  amended  section 
3(c)(1)  or  new  section  3(c)(7). 


''See  Commission  Memorandum  in  Support,  supra  note  4. 

"S.  Rep.  No.  166,  siq>ra  note  10,  at  8-9. 

For  example,  $500,000  in  annual  income,  while  potentially  relevant  to  financial  capability,  does 
not  necessarily  ensure  that  investors  have  the  resources  and  ability  to  perform  the  ongoing  due 
diligence  analysis  appropriate  to  participation  in  an  unregulated  investment  pools. 

The  term  "hedge  fund '  is  not  defined  or  used  in  the  federal  securities  laws,  and  it  has  no 
precise  legal  definition.   Generally,  however,  the  term  is  used  to  refer  to  private  investment  vehicles 
that  actively  trade  securities  and  commodities  through  sophisticated  investment  techniques  such  as 
arbitrage,  leveraging,  and  hedging.    See  Testimony  of  Arthur  Levitt,  Chairman,  SEC,  Before  the 
Committee  on  Banking,  Finance  and  Urban  Affairs,  U.S.  House  of  Representatives,  Concerning 
Hedge  Fund  Activities  in  the  U.S.  Financial  Markets,  103rd  Cong.,  2d  Sess.  (Apr.  13,  1994).    See 
also  Letter  from  Arthur  Levitt,  Chairman,  SEC,  to  John  D.  Dingell,  Chairman,  Committee  on 
Energy  and  Commerce,  and  Edward  J.  Markey,  Chairman,  Subcommittee  on  Telecommunications 
and  Finance,  U.S.  House  of  Representatives  (Apr.  7,  1994)  (enclosing  memorandum  from  the 
Divisions  of  Market  Regulation  and  Investment  Management  [hereinafter  Hedge  Fund 
Memorandum]). 

As  noted  above,  a  wide  variety  of  issuers  rely  on  section  3(c)(1),  including  venture  capital 
pools,  acquisition  vehicles,  and  hedge  ftinds.    Small  groups  of  investors  known  as  "investment 
clubs,"  for  example,  also  use  the  section  3(c)(1)  exception. 
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Publicly  available  information  about  hedge  funds  is  scarce.    Based  on  the  available 
information,  it  appears  that,  although  hedge  funds  may  present  cenain  market  risks."  hedge 
funds  generally  have  not  raised  the  kinds  of  investor  protection  issues  the  Investment 
Company  Act  is  designed  to  address.    Investors  in  private  hedge  funds  typically  are 
institutions  and  wealthy  individuals  that  are  in  a  position  to  appreciate  and  assume  the  risks 
associated  with  excluded  investment  pools. 

As  with  other  private  funds,  investors  in  private  hedge  funds  may  sustain  losses 
commensurate  with  higher  investment  risks.    Abuses  by  hedge  fund  sponsors  also  are 
possible.    Section  3(c)(1)  is  not  intended  to  address  issues  such  as  whether  investors 
understand  the  investment  risks  associated  with  private  pools  or  the  potential  for 
impropriety.  '    Rather,  section  3(c)(1)  seeks  to  ensure  the  private  nature  of  the  fund  so  that 
federal  regulation  is  not  justified.    Consistent  with  this  approach,  hedge  funds  with  no  more 
than  100  investors  that  privately  place  their  securities  are  deemed  not  to  implicate  sufficient 
investor  protection  concerns  to  warrant  regulation  under  the  Investment  Company  Act." 

The  proposed  legislation  would  be  appropriately  circumscribed  and  would  not 
introduce  investor  protection  concerns.    Hedge  funds  that  continue  to  rely  on  section  3(c)(1) 
would  remain  limited  to  100  investors,  even  though  the  legislation  would  afford  greater 
flexibility  to  their  corporate,  non-investment  company  participants.    Hedge  funds  using  the 
section  3(c)(1)  exception  also  could  not  publicly  offer  their  securities.^    Hedge  funds  that 
rely  on  section  3(c)(7),  on  the  other  hand,  would  be  limited  to  highly  sophisticated  investors 


^°The  Division  believes  that  issues  recently  focused  upon  in  the  media  concerning  hedge  funds 
would  be  best  addressed  through  rules  under  the  Securities  Exchange  Act  of  1934  fthe  "Exchange 
Act"),  such  as  the  Commission's  proposed  large  trader  reporting  system.    See  Large  Trader 
Reporting  System,  Exchange  Act  Release  No.  33608  (Feb.  9.  1994),  59  FR  7917  (reproposing  rule 
13h-l  under  the  Exchange  ActV    See  also  Hedge  Fund  Memorandum,  supra  note  18.  at  4.    The 
Commission  staff  is  currently  conducting  a  review  of  the  management  and  trading  activity  of  hedge 
funds  to  determine  if  any  other  regulatory  response  is  appropriate  or  necessary.    Id.  at  5. 

"'The  antifraud  provisions  of  the  Securities  Act  and  the  Securities  Exchange  Act  apply  to  the  sale 
of  a  private  fund's  securities,  whether  or  not  the  fund  is  registered. 

"'In  addition,  the  Division  believes  drafting  a  provision  to  preclude  hedge  funds  from  relying  on 
section  3(c)(1)  would  be  exceedingly  difficult.    Such  a  provision  would  run  the  risk  that  other  private 
vehicles  that  do  not  appear  to  raise  market  concerns,  including  private  venture  capital  funds  and 
structured  financings,  inadvertently  would  be  subject  to  regulation  under  the  Investment  Company 
Act.    For  example,  a  provision  based  on  qualitative  standards,  such  as  investment  strategies  or 
leverage,  could  cause  non-hedge  fund  issuers  to  modify  artificially  their  portfolio  management  to 
continue  to  be  able  to  rely  on  section  3(c)(1).    A  provision  based  on  quantitative  standards,  such  as 
asset  size,  could  force  non-hedge  fund  issuers  to  reject  or  limit  investment  contributions.   The 
Division  believes  either  approach  would  bring  undesirable  complexity  to  section  3(c)(1).    In  addition, 
precluding  hedge  funds  from  relying  on  section  3(c)(1)  would  be  conceptually  at  odds  with  the 
purpose  of  the  Investment  Company  Act.    The  Act  generally  addresses  structural  protections,  such  as 
prohibitions  against  overreaching  by  insiders,  and  not  an  investment  company's  effects  on  markets. 

^Many  private  issuers  offer  their  securities  using  Regulation  D  under  the  Securities  Act.    As 
indicated  above,  we  do  not  believe  the  accredited  investor  standard  in  Regulation  D  would  provide 
the  requisite  degree  of  sophistication  for  investors  in  unregulated  pools  with  an  unlimited  number  of 
panicipants.    Within  the  confines  of  section  3(c)(1)  and  its  100  investor  limit,  however.  Regulation  D 
generally  does  provide  a  minimum  degree  of  financial  sophistication  for  investors  in  hedge  funds  and 
other  private  vehicles. 


263 


that  can  evaluate  the  risks  associated  with  unregulated  investment  pools.    In  addition, 
investors  participating  in  section  3(c)(7)  hedge  funds  through  public  offerings  would  have  the 
benefit  of  the  registration  and  related  disclosure  requirements  under  the  Securities  Act. 

The  Small  Business  Incentive  Act  is  designed  to  increase  the  flow  of  capital  to  small 
business  by  facilitating  capital  participation  in  excepted  issuers.    While  hedge  ftinds  would 
be  incidental  beneficiaries  of  this  initiative,  hedge  funds  should  not  realize  any 
disproportionate  benefits  as  compared  with  other  excepted  issuers. 

Finally,  with  respect  to  any  advantages  that  may  be  enjoyed  by  foreign  investment 
pools,  the  Division  has  no  reason  to  believe  that  investors  in  domestic  hedge  funds  are 
materially  disadvantaged  vis-a-vis  their  offshore  counterparts.    Of  course,  the  legislative 
proposals  are  not  based  on  any  perceived  competitive  disadvantages  domestic  vehicles  might 
experience  with  respect  to  overseas  funds.    Rather,  the  legislation  seeks  to  facilitate  capital 
participation  in  excepted  issuers,  without  jeopardizing  important  investor  protections. 
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